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INTRODUCTION 

Financial  management  processes  such  as  budget  formulation,  appro- 
priation procedures,  and  control  of  revenues  and  expenditures  have  been 
fundamental  to  the  operations  of  the  Federal  Government  since  its  in- 
ception. Problems  associated  with  balancing  the  budget,  reconciling 
costs  and  expending  within  allotments  have  caused  much  acrimony  among 
the  various  agencies. 

The  financial  management  processes  of  the  Government  have  been 
under  constant  surveillance  by  Congress  and  many  new  laws  have  been  en- 
acted in  an  attempt  to  improve  these  procedures.  Despite  the  enactment 
of  this  legislation,  a  sound  financial  management  program  remains  an 
elusive  goal.  With  the  advent  of  the  New  Frontier,  additional  steps 
have  been  taken  and  revisions  instituted  to  correct  some  of  the  anom- 
alies that  exist  within  the  framework  of  the  present  financial  manage- 
ment structure.  With  the  continual  expansion  of  governmental  opera- 
tions, and  the  resultant  need  for  efficient  controls,  it  may  be  expect- 
ed that  attempts  to  resolve  the  enigmas  of  the  Federal  accounting 
processes  will  remain  in  the  forefront. 

It  is  the  purpose  of  this  paper  to  discuss  two  of  the  more 
recent  attempts  to  revise  the  financial  management  procedures — Accrual 
Accounting  and  Cost-Based  Budgeting.  This  paper  will  present  a  brief 
history  and  description  of  accrual  accounting  and  cost-based  budgeting, 


and  will  discuss  its  implementation  on  a  broad  scale  in  certain  illus- 
trative specific  applications. 

It  is  hoped  that  this  discussion  of  these  measures  of  improved 
financial  management  will  provide  further  understanding  of  the  enormous 
and  complex  problems  with  which  they  are  designed  to  cope. 


HISTORY 

Subsequent  to  the  Treasury  Act  of  17^9^  which  provided  for  an 
auditor  and  a  comptroller  in  the  Department  of  the  Treasury  for  the  pur- 
pose of  controlling  expenditure  of  public  funds,  the  Congress  has  faith- 
fully made  periodic  attempts  to  enact  progressive  legislation  which 
would  create  better  control  over  expenditure  of  public  funds.  Two  acts 
of  significance  were  the  Dockery  Act  of  189^-,  and  the  Budget  and  Account- 
ing Act  of  1921.  The  latter,  of  course,  is  the  most  important,  primarily 
because  it  established  our  national  budget  system  by  creating  the  Bureau 
of  the  Budget,  administered  by  a  director  responsible  only  to  the  Presi- 
dent.  It  also  established  the  General  Accounting  Office  under  the  ad- 
ministration of  the  Comptroller  General. 

The  next  important  enactment  was  Executive  Order  8248  in  1939 
which  transferred  the  Bureau  of  the  Budget  from  the  Treasury  Department 
to  the  Executive  Office  of  the  President.  This  order  evolved  as  a  re- 
sult of  the  findings  of  the  Brookings  Institution  which,  in  effect, 
said:   (l)  the  present  system  fails  to  provide  the  President  with  satis- 
factory budgetary  management;  (2)  Congress  does  not  have  complete  con- 
trol of  the  collection,  custody,  and  disbursement  of  public  money,  and 
(3)  there  is  presently  unnecessary  delay  in  liquidation  of  obligations 
and  the  final  settlement  of  accounts. 


Other  legislation  of  lesser  importance,  and  a  myriad  of  changes 
enacted  by  Congress,  altered  the  budget  process  prior  to  the  creation 
of  the  First  Hoover  Commission  on  July  7,  19^7*   Created  by  Public  Law 
162,  80th  Congress,  the  First  Commission  expired  on  June  12,  19^+9* 

The  First  Hoover  Commission  concerned  itself  primarily  with  the 
structural  reorganization  of  the  government  departments,  agencies,  and 
bureaus  and  their  relationship  with  each  other.  To  improve  the  budget 
process,  the  First  Hoover  Commission  recommended  the  use  of  performance 
budgets,  clarified  the  authority  of  the  President  to  spend  less  than  the 
amounts  appropriated  by  Congress  if  congressional  purposes  are  carried 
out,  and  approved  other  recommendations  of  lesser  importance.  The  First 
Hoover  Commission  also  gave  approval  to  one  of  its  task  force  recommenda- 
tions for  the  use  of  accrual  accounting  in  the  budget  process. 

Concomitantly  with  the  hearings  of  the  First  Hoover  Commission, 
the  Joint  Program  to  Improve  Accounting  in  the  Federal  Government  was 
initiated.  The  Joint  Program  to  Improve  Accounting  in  the  Federal 
Government  grew  out  of  joint  discussions  among  the  Comptroller  General 
of  the  United  States,  the  Secretary  of  the  Treasury,  and  the  Director  of 
the  Bureau  of  the  Budget  as  to  the  needs  and  problems  of  the  Government 
for  more  effective  and  economical  financial  management  practices. 

Two  of  the  main  objectives  of  the  Joint  Program  to  Improve 
Accounting  were: 

1.  Establishment  of  effective  agency  accounting  systems  on  an 
accrual  basis  to  the  fullest  extent  this  accounting  basis  is  appro- 
priate. 

2.  Establishment  of  cost-based  budgeting  practice  effectively 
integrated  with  the  accounts  to  provide  adequate  support  for  budg- 
et requests.-1- 

Secretary  of  Treasury  1958,  The  Joint  Program  to  Improve  Account- 
ing in  the  Federal  Government  (Tenth  Annual  Progress  Report),  p.  h. 


Following  the  First  Hoover  Commission,  in  the  period  19*+9-1951.> 
several  other  important  laws  were  enacted,  notably  the  Budget  and 
Accounting  Act  of  1950,  approved  September  12,  1950  (Public  Law  784, 
8lst  Congress.)  This  was  the  first  comprehensive  law  covering  budget- 
ing, accounting,  auditing,  and  reporting  since  the  Budget  and  Accounting 
Act  of  1921.  The  new  law  (l)  provided  for  including  in  the  Budget  in- 
formation on  the  functions  and  activities  of  the  Government  and  other 
desirable  classification  of  data;  (2)  strengthened  the  Bureau  of  the 
Budget  in  connection  with  its  responsibilities  for  improvement  of  man- 
agement throughout  the  executive  branch;     (3)  defined  the  respective 
responsibilities  of  the  General  Accounting  Office,  the  Treasury  Depart- 
ment, and  each  executive  agency  in  the  accounting  and  reporting  func- 
tions of  the  government,  and  (k)   restated  the  responsibility  of  the 
General  Accounting  Office  for  auditing  the  activities  of  government 
agencies,  and  authorized  such  audits  to  be  made  at  the  site  of  agency 
operations  with  due  regard  to  generally  accepted  principles  of 
accounting. 

The  list  of  all  other  legislation  enacted  between  19^9  and  1950, 
which  affected  the  future  course  of  budget  and  accounting  improvement, 
is  as  follows: 

1.  Public  Law  216,  8lst  Congress,  which  was  primarily  con- 
cerned with  establishment  of  uniform  budgetary  and  fiscal  pro- 
cedures . 

2.  Public  Law  152,  8lst  Congress  which  attempted  to 
simplify  the  procurement,  utilization,  and  disposal  of 
Government  property,  and  to  reorganize  certain  agencies. 


2 
Ibid.,  p.  6. 


3-  Public  Law  712,  8lst  Congress,  which  provided  pro- 
cedures for  financial  improvement  of  Post  Offices. 

h.      Chepte  XI  of  the  General  Appropriation  Act,  1951; 
which  strengthened  control  over  obligations  and  expendi- 
tures incurred. 3 


From  the  aforementioned  it  can  be  seen  that  the  departments, 
agencies,  and  Congress  recognized  the  need  for  continuous  financial 
improvement  to  keep  pace  with  the  changing  times  and  economy.   In  the 
ensuing  years,  other  legislation  was  enacted,  specifically  to  imple- 
ment the  recommendations  of  the  Second  Hoover  Commission. 

The  Second  Hoover  Commission  was  created  pursuant  to  Public  Law 
108,  83rd  Congress,  on  July  10,  1953,  and  expired  in  September,  1955 • 
The  Commission's  report  contained  twenty- five  recommendations  related 
to  budgeting,  financing,  accounting,  reporting,  and  auditing  practices 
of  the  government.  Many  of  these  recommendations  were  incorporated  in 
Public  Law  863,  84th  Congress,  which  was  approved  on  August  1,  1956. 

Public  Lav  84-863  did  not  contain  any  new  concepts  of  accounting. 
There  were  no  new  magic  formulas.  Many  of  its  provisions  were  being 
accomplished  administratively  within  the  framework  of  existing  statutes. 
The  statement  of  W.  J.  McNeil,  Assistant  Secretary,  Department  of  De- 
fense (Comptroller),  pointed  this  out  in  the  subcommittee  hearings  on 
the  proposed  legislation,  when  he  stated: 


This  bill  covers  many  recommendations  in  the  Hoover  Com- 
mission Report.  Most  of  the  proposed  provisions  are  adminis- 
trative matters  which  could  be  handled  without  legislation, 
although,  I  think  we  all  agree,  when  enunciated  in  the  law,  may 
have  an  important  effect  on  expediting  desirable  improvements. 

3 

^Ibid.,  p.  7« 

U.S.,  Congress,  Senate,  Committee  on  Government  Operations. 
Hearings  on  S.  3199,  a  bill  to  improve  governmental  budgeting  &  accountia 
methods  and  procedures,  84th  Congress,  2nd  Sess.,  1956,  P*  161. 


In  essence,  Public  Lav  84-863  was  a  congressional  manifestation 
of  the  significantly  needed  changes  to  governmental  accounting  system . 
Public  Law  84-863  made  the  following  mandatory  for  all  agencies: 
(l)  agency  accounts  shall  be  maintained  on  the  accrual  basis  of  account- 
ing, and  (2)  agencies  shall  use  cost-based  budgets  in  support  of  appro- 
priation requests  and  for  internal  agency  administration  and  operation 
purposes. 

There  were  many  other  provisions,  but  these  two  are  the  areas 
of  interest  in  this  paper.  Implementation  of  these  two  by  all  agencies 
would  assist  greatly  in  accomplishment  of  a  third  desire  or  recommenda- 
tion of  the  Hoover  Commission,  namely,  that  there  should  be,  insofar  as 
possible,  consistency  in  the  accounting  and  budgeting  classifications 
and  practices  of  each  agency. 

In  reviewing  the  history  of  accrual  accounting  and  cost-based 
budgeting  it  is  difficult  to  give  credit  to  a  specific  impetus  for 
their  birth.  Perhaps  it  was  during  the  Roosevelt  era,  with  expansion 
of  deficit  spending,  but  most  assuredly  the  need  for  innovation  was 
recognized  during  World  War  II,  and  even  more  so  with  its  culmination. 

Briefly,  the  second  World  War  had  a  revolutionary  effect  on  the 
American  economy  and  on  public  finance.  In  a  comparatively  brief  period 
a  nation,  seemingly  unable  to  solve  the  unemployment  problem  of  the 
Hoover  and  Roosevelt  era,  was  operating  at  forced  draft.  Under  the 
impetus  of  wartime  demands,  Federal  expenditures  rose  from  approximately 
nine  billion  dollars  in  19^0  to  a  peak  of  almost  one  hundred  billion 
dollars  in  19^5 •  In  the  same  period  Federal  revenues  rose  from  five 
billion  dollars  to  forty- five  billion  dollars.  When  the  war  ended  in 


s.  3897. 


Public  Law  863,  84th  Congress,  Chapter  8l4,  2nd  Session, 
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19^5 j  "the  Federal  debt  exceeded  two  hundred  fifty  billion  dollars,  or 
approximately  six  times  the  Federal  debt  of  19^-0.  This  astronomical 
debt,  plus  the  fear  of  a  postwar  recession,  brought  a  keen  awareness 
to  the  Congress  of  its  obligations  to  the  people  in  regards  to  the 
country's  fiscal  policy. 

In  the  first  postwar  budget  message  [January  14,  19^6],  President 
Truman  reflected  the  Government's  concern  when  he  indicated  a  desire  for 
prosperity  through  private  enterprise  with  the  Government  assisting  as 
necessary,  primarily  through  different  approaches  to  Government  spending 
in  relation  to  the  Federal  Budget. 

World  War  II  experience  in  Federal  finance  pointed  up  the  need  for 
new  and  improved  machinery  for  the  Executive  Office  of  the  President, 
Congress,  and  the  Federal  departments  in  handling  their  financial  prob- 
lems. The  major  impetus  for  establishment  of  the  Hoover  Commission  on 
the  executive  branch  of  the  Government  was  the  budget  problem.  A  major 
product  of  the  First  Hoover  Commission  was  the  Budget  and  Accounting  Pro- 
cedures Act  of  1950.  This  provided  a  basis  for  implementing  the  Hoover 
Commission's  recommendations  that  the  budget  be  in  terms  of  performance, 
i.e.,  functions  and  activities,  in  addition  to  the  classification  of 
programs  by  departments  and  agencies. 

The  study  by  the  Hoover  Commission  indicated  that  the  fiscal 
policies  and  procedures  of  Federal  Government  were  obsolete.  The  Hoover 
Commission  pointed  out  that  the  present  system  was  expensive,  costs  were 
obfuscated,  and  there  was  duplication  of  effort  and  fiscal  controls.  It 
also  showed  that  neither  the  agencies  nor  Congress  received  adequate  in- 
formation from  the  existing  system  in  regard  to  back-up  data  in  the  re- 
quests for  budget  appropriations. 


To  further  substantiate  the  need  for  improvement,  the  task 
force  report  submitted  by  John  W.  Hanes  to  the  chairman,  Herbert  Hoover, 
statedt 

The  shortcomings  of  the  Government's  accounting  are  trace- 
able directly  to  inadequate  statutory  provisions  for  the 
accounting  function.  One  of  the  most  serious  results  of  these 
deficiencies  is  that  the  accounting  is  not  integrated.   In 
spite  of  much  duplication  of  account-keeping,  a  complete  set  of 
books  is  not  kept  anywhere.  Consequently,  there  is  no  place  in 
the  Government  where  the  whole  financial  picture  can  be  seen. 
Another  result  is  that  some  of  the  accounts  are  not  kept  in 
accordance  with  principles  whose  observance  would  assure  the 
recording  of  all  essential  information.  Still  another  is  that 
the  accounts  do  not  afford  a  ready  basis  for  the  preparation  r 
of  complete,  conclusive,  and  understandable  financial  reports. 

From  the  foregoing  historical  data,  it  is  clear  that  the  Federal 
accounting  system  at  the  time  of  enactment  of  Public  Law  84-863  did  not 
meet  the  needs  of  the  Government.  If  annual  obligations  total  $80 
billion,  and  if  annual  carryovers  total  approximately  $70  billion,  and 
there  is  not  a  complete  set  of  books  within  the  Government,  a  revision 
of  governmental  accounting  procedures  seems  necessary. 

The  new  system  should  be  maintained  in  such  a  manner  that  the 
accounts  would  be  kept  so  they  would  show  currently,  fully,  and  clearly 
the  sources  of  the  funds,  and  for  what  purposes  the  funds  are  spent. 
The  accounts  should  also  reflect  the  total  actual  cost  per  year  in  terms 
of  goods  and  services  utilized,  rather  than  those  obligated.  Specific- 
ally, accounts  should  be  maintained  on  the  accrual  system,  which  is  pro- 
vided for  in  Public  Law  84-863.  The  accrual  system  of  accounting  and 

The  Commission  on  Organization  of  the  Executive  Branch  of  the 
Government,  Task  Force  Report  on  Fiscal  Budgeting  and  Accounting  Activ- 
ities .,  (Washington:  U.S.  Government  Printing  Office,  January,  19^9), 
(Appendix  F),  p.  89. 
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cost-based  budgeting  would  allow  agencies  to  relate  their  cost  to  their 
obligations.   This  would  enable  agencies  to  account  for  unused  resources 
and  carry  over,  and  thus  would  definitely  result  in  better  financial 
management . 


ACCRUAL  AND  COST- BASED  ACCOUNTING  DEFINED 

General 

Public  Law  84-863  provides  that  as  soon  as  practicable  after 
its  enactment  all  agencies  would  shift  to  the  accrual  system  of  account- 
ing. Agency  accounts  would  reflect  currently,  completely,  and  clearly 
the  receipt  of  goods  and  services,  and  the  consumption  or  use  of  re- 
sources, reflect  assets  and  liabilities,  and  the  cost  of  operations  of 
the  agencies.   In  addition,  in  order  to  facilitate  budget  preparation, 
the  accrual  system  would  enable  reconciliation  of  cost  to  expenditures 
and  relate  both  to  obligations.   This  is  a  test  of  a  true  accrual 
accounting  system. 

In  contrast  to  the  traditional  obligational  system  of  account- 
ing, the  accrual  system  provides  more  information  in  regards  to  funds 
on  hand,  inventories  available,  actual  expenditures,  etc.  Also,  cost 
data  on  the  use  of  resources  which  are  essential  to  agency  management 
and  for  effective  budgeting  practices,  are  easily  determined  by  the  use 
of  accrual  accounting.  Under  the  old  system,  agency  budgets  were  pre- 
pared on  the  basis  of  estimated  obligations  to  be  incurred  during  the 
budget  year.  This  method  is  simply  an  educated  guess  of  expected  obli- 
gations. The  obligations  for  orders  placed,  contracts  awarded,  and 
similar  transactions  requiring  a  future  payment  of  money  do  not  neces- 
sarily have  any  relation  to  cost  during  a  budget  year.  The  old  system 

11 
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fails  to  take  into  account  capital  carry-over  per  year  (about  $70 
billion),  and  fails  to  consider  Government  property  and  inventories 
totaling  approximately  250  billion  dollars. 

By  using  the  accrual  system  of  accounting  which  incorporates 
broad  account  controls,  each  agency  would  keep  and  maintain  expenditure 
accounts,  accounts  payables,  receipt  accounts,  property  accounts,  accounts 
receivable,  depreciation  accounts,  inventory  accounts,  and  any  other 
accounts  as  needed  to  provide  sound  financial  management  and  supporting 
data  for  cost-based  budgeting. 

Public  Law  8^-863  also  directs  the  agencies  to  prepare  their 
budget  requests  in  terms  of  costs;  therefore,  accrual  accounting  is  a 
necessity  and  is  tied  to  cost-based  budgeting. 

Bureau  of  the  Budget  Circular  A- 11  indicates  that  a  cost-based 
budget  relates  work  completed  and  future  work  plans  to  cost  in  terms  of 
resources  consumed,  or  in  case  of  a  procurement  program  to  items  pro- 
cured or  produced.  A  cost-based  budget  identifies  resources  on  hand 
which  are  available,  the  value  of  goods  and  services  ordered  but  not  on 
hand,  and  total  obligations  required  for  the  program. 

Utilization  of  cost-based  budgeting  and  accrual  accounting  means 
that  it  will  be  possible  for  the  Government  to  determine  at  any  given 
time  its  financial  status.  A  budget  using  accrual,  data  provides  the 
most  accurate  measure  of  the  cost  of  preceding  periods.   Therefore, 
accrual  accounting  and  cost-based  budgeting  would  provide  the  most  com- 
plete disclosure  of  the  Government's  financial  position,  thus  giving 
Congress  a  complete  and  adequate  picture  for  review  and  analysis  pur- 
poses of  budget  requests  for  appropriations.   This  method  is  far  superi- 
or to  the  traditional  method. 
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■Hie  foregoing  has  "been  an  attempt  to  "broadly  define  accrual 
accounting  and  cost-based  "budgeting.  Several  references  were  made  to 
the  traditional  system  without  defining  the  traditional  system  per  se. 
The  traditional  approach  is  to  account  to  Congress  for  appropriations 
on  the  basis  of  obligations  and  expenditures.  This  is  necessary  to 
assure  that  sufficient  appropriations  are  available  at  all  times  to 
cover  the  financial  obligations  incurred  by  the  agencies  in  execution 
of  their  programs.  As  goods  or  services  are  ordered,  an  obligation  is 
recorded  against  the  appropriation.  This  obligation  is  liquidated 
when  an  expenditure  is  made  and  recorded,  as  when  payment  is  made  for 
the  goods  or  services  acquired.  The  traditional  budget  practice  was  to 
estimate  the  total  expected  obligations  needed  to  execute  functional 
programs  within  a  budget  year.  This  is  a  direct  relationship  between 
budgeting  and  accounting  and  is  adequate  for  certain  agencies,  but  falls 
short  of  the  standards  and  procedures  recommended  by  the  Hoover  Commis- 
sion.  The  recording  of  obligations  and  expenditures  does  not  reveal  a 
story  of  accomplishments  for  a  budget  year.  It  does  not  indicate,  for 
example,  actual  functional  program  costs  per  year  in  terms  of  operating 
expenses,  nor  does  it  indicate  the  portion  of  capital  expenditures  which 
represent  work  completed  during  the  budget  year.   This  is  achieved  by 
the  introduction  of  accrual  accounting  and  cost-based  performance 
budgeting. 

Nature  of  Accrual  Accounting 

Under  the  accrual  basis,  income  is  taken  into  account  when  it 
is  earned,  and  expenditures  are  taken  into  account  when  they  are  made; 
costs  are  allocated  to  the  programs  as  they  are  incurred.  Thus,  to 


Ill- 
state  it  simply,  when  accrual  accounting  is  used  in  the  Government, 
revenues  are  taken  into  account  or  recorded  on  the  hooks  and  put  under 
control  when  they  are  assessed  or  otherwise  formally  established,  and 
expenses  are  taken  into  account  or  recorded  on  the  hooks  as  they  are 
incurred,  that  is,  when  goods  or  services  are  obligated,  irrespective 
of  whether  or  not  they  have  been  received.    Further,  if  something 
purchased  is  not  immediately  consumed  when  it  is  received,  it  is  gener- 
ally placed  into  inventory  and  further  accounting  becomes  necessary. 
To  illustrate,  if  supplies  are  purchased  which  may  last  for  several 
years,  program  cost  is  not  incurred  at  the  time  that  the  supplies  are 
received,  but  later  as  they  are  consumed.  For  example,  if  several 
years'  supply  of  a  material  is  purchased  and  received  during  one  fiscal 
year  but  is  not  completely  consumed  until  the  next  fiscal  year,  it 
would  be  incorrect  to  charge  all  of  the  cost  of  the  material  as  expense 
of  the  year  in  which  it  is  purchased  and  received.  Under  the  accrual 
system,  the  cost  would  be  allocated  to  the  year  in  which  the  material 
was  actually  consumed.  Further,  through  the  use  of  subsidiary  accounts,, 
the  cost  would  be  further  allocated,  or  channeled  to  the  specific 
functional  program  in  which  the  material  was  actually  used.  This  is 
the  basis  for  accrual  of  cost  data.   Such  an  accrual  basis  for  keeping 
accounts  separates  expenses  actually  incurred  during  the  period  from 
funds  for  expenses  of  prior  or  subsequent  periods.  The  cost-based 
budget  is  derived  from  these  accrued  data. 


■ 
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Benefits  Derived  from 
Accrual  Accounting 

The  basic  objective  of  accrual  accounting  is  better  financial 
control  through  the  development  of  more  accurate  and  meaningful  data 
on  the  assets,  liabilities,  costs,  revenues,  and  expenditure  of  the 
agencies.  This  information  would  necessarily  give  Congress  better 
control  when  reviewing  appropriation  requests. 

Agencies  have  found  that  the  additional  information  developed 
in  an  accrual  system  on  the  receipt  of  goods  and  services  and  on 
the  use  of  resources  is  valuable  for  evaluating  performance,  finan- 
cial planning,  control  of  cost  of  operations,  and  for  the  develop- 
ment of  budgetary  requirements.  Accrual  accounting  provides  more 
effective  control  because  it  provides  operating  officials  with  data 
on  all  available  resources  and  actual  costs  of  program  performance 
during  a  given  period.  Using  accrual  accounting,  program  costs  can 
be  analyzed  and  readily  compared  with  planned  forecasts  or  previous 
program  costs.  This  was  not  so  easy  under  the  old  system.  An  accrual 
accounting  system  furnishes  the  most  complete  disclosure  of  the 
costs  of  agency  programs  and  their  financial  status,  including  un- 
delivered orders,  inventories  on  hand,  and  other  resources  avail- 
able for  such  programs.  Thus,  it  provides  the  best  basis  for 
determining  and  evaluating  the  financing  requirements  of  planned 
programs . 
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Advantages  of  Accrual 
Accounting 

The  advantages  of  accrual  accounting  are  many.  A  few  of 

these  advantages  are  as  follows: 

1.  Indicates  more  accurately  the  costs  of  each  activity 
over  the  year. 

2.  Accounts  for  sums  obligated  and  spent  and  permits  full 
disclosure  of  the  financial  results. 

3.  Provides  accurate  data  for  future  "budget  formulation. 
k.     Provides  "better  estimates  for  appropriation  review  by 

Congress. 

5.  Provides  a  means  of  testing  the  efficiency  of  the  agencies 
and  a  means  of  assessing  the  results  of  their  respective  programs. 

6.  Provides  adequate  financial  information  needed  for  the 
agency ' s  management . 

7.  Provides  effective  control  over  and  accountability  for  all 
funds,  property,  other  assets,  and  liabilities  for  which  the  agency  is 
responsible. 

8.  Provides  reliable  accounting  results  to  serve  as  the  basis 
for  preparation  and  support  of  the  agency's  budget  request,  for  con- 
trolling the  execution  of  its  budget,  and  for  providing  financial  in- 
formation required  by  the  Bureau  of  the  Budget. 

9.  Provides  suitable  integration  of  the  accounting  of  the 
agency  with  the  central  accounting  and  reporting  responsibilities  of 
the  Secretary  of  the  Treasury. 
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Nature  of  Cost-Performance 
Budgeting 

In  essence,  cost-performance  budgeting  is  comprised  of 
two  parts,  performance  and  cost. 

Performance  (or  Program)  Budgeting  recognizes  the  value  of 
"budgeting  (and  accrual  accounting)  in  terms  of  distinct  functional 
programs ,  each  of  which  has  some  measurable  end  product.  Thus, 
performance  budgeting  focuses  attention  on  the  program  work  to 
be  undertaken  and  that  which  is  to  be  accomplished;  also  it 
relates  each  functional  program  to  all  other  functional  programs 
insofar  as  its  contribution  to  the  total  agency  objective  is 
concerned. 

Cost  Budgeting  recognizes  the  value  of  budgeting  (and 
accrual  accounting)  in  the  terms  of  the  cost  of  goods  and  services 
consumed  in  the  conduct  of  each  of  the  functional  programs  estab- 
lished under  the  performance  budget,  irrespective  of  when  the 
goods  or  services  are  ordered,  paid  for,  or  received.  Thus,  atten- 
tion is  focused  on  the  actual  cost  of  the  work  completed.  These 
costs  are  reconciled  in  total  to  the  amount  of  obligational  author- 
ity required  by  estimating  the  change  in  unused  resources  which  will 
take  place  during  the  year.   Cost  budgeting  is  in  contrast  to  obli- 
gational type  budgeting  wherein  estimates  reflect  obligations  for 
orders  placed,  rather  than  the  cost  of  goods  or  services  consumed, 
and  are  classified  according  to  the  object  involved  (payrolls,  trans ■ 
portation,  supplies),  rather  than  the  functional  program  in  which 
the  object  will  be  used. 
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A  cost-based  system  shows  separately  those  financial  trans- 
actions which  do  relate  to  program  performance  during  a  time  period. 
For  example,  program  costs  may  be  categorized  to  include: 

(1)  worth  of  material  and  other  supplies  actually  used 

(2)  depreciation  of  plant,  machinery  and  other  facilities 
in  use 

(3)  amount  of  wages  earned  by  the  employees 

Program  costs  do  not  include: 

(1)  worth  of  material  and  other  supplies  which  are  in 
inventory  or  on  order 

(2)  value  of  machines  and  equipment  on  order 

(3)  amounts  of  wages  not  earned  by  employees 

In  this  simple  illustration,  the  use  of  cost  would  enable 
the  agency  to  determine  the  actual  value  of  the  goods  or  services 
which  were  used  in  producing  the  finished  product.   It  is  understood, 
of  course,  that  the  other  material  on  hand  is  another  form  of  asset, 
and  these  goods  on  order  are  accounts  payable,  both  of  which  are 
accounted  for  under  the  accrual  system  but  which  have  no  bearing  on 
cost- based  budgeting.   Inventory  acquisitions  or  items  on  order  have 
no  effect  on  program  performance  or  unit  costs . 

Hie  cost-based  budget  provides  Congress  with  additional  infor- 
mation to  determine  the  validity  of  appropriation  requests  by  the 
agencies.  The  agencies  have  an  improved  basis  for  determining  the 
validity  of  expenditure  estimates  in  relation  to  their  functional  pro- 
grams, and  have  an  improved  basis  as  back-up  data  for  their  appropria- 
tion requests. 


Under  Cost-Based  Budget 

1.  Program  cost  consists  of  the  value     1. 
of  goods  and  services  used  during 

the  year. 

2.  Excludes  resources  available  for 
application  at  some  future  date,      2. 
i.e.,  items  on  inventories  and 

those  on  order. 

3«  Budget  estimates  are  based  upon 

past  year  cost,  and  can  be  directly    3. 
related  to  the  past  year  functional 
programs . 

k<     Accounting  on  the  accrual  basis  for 

depreciation,  etc.,  provides  infor-    k. 
mation  which  is  necessary  to  a  de- 
termination of  prices  and  fees  for 
the  sale  of  goods  and  services  on     5. 
a  full  cost  basis. 

5.  Free  property  transferred  in  or  out 

can  be  reflected.  6. 

6.  For  those  accounts  receiving  revenues, 
accrued  costs  may  be  directly  related  7. 
to  accrued  revenues .  This  provides 

for  a  better  evaluation  of  future     8. 
needs . 
7»  Prepaid  expenses  are  separated  from 
functional  program  costs. 
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Under  Obligational  Budget 

Program  costs  consist  of  the  value  of 
orders  for  goods  and  services  whether 
they  will  or  will  not  be  used  during 
the  year. 

Review  of  the  programs  by  agencies 
must  also  consider  future  performance 
to  the  extent  orders  must  be  placed 
during  the  year. 

The  need  for  funds  for  future  perform- 
ance cannot  easily  be  considered  sepa- 
rately from  performance  for  the  budget 
year. 

Budget  estimates  are  based  upon  exper- 
ience data  which  are  not  necessarily 
related  to  work  experience. 
There  is  no  accounting  for  deprecia- 
tion, therefore  costs  can  be  obtained 
only  by  special  analysis. 
Free  property  and  services  are  not  re- 
flected in  the  agency  accounts. 
Accrued  revenues  and  accrued  costs 
are  not  available. 
Information  on  prepaid  expenses  is 
not  available,  except  by  special 
analysis. 


U.S.  Bureau  of  Budget,  Discussion  of  the  Cost  Based  Budget,  pp,  Ik,   37>  I960. 
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Application  by  the  Agencies 

Public  Law  84-863  specifically  requires  that  each  executive 
agency  develop  accrual  accounting  as  soon  as  practicable.   The 
degree  to  which  the  accrual  basis  is  applied  within  the  various 
agencies  will  vary  with  the  nature  of  its  operations  and  the  needs 
of  its  management  for  accrual  or  cost  information.  The  objective 
is  to  initiate  accrual  accounting  in  those  agencies  where  its  use 
will  provide  more  useful  and  additional  information,  and  where  it 
will  provide  a  better  disclosure  of  the  status  and  operational  re- 
sults of  the  agency.  This  is  envisioned  to  encompass  all  agencies; 
therefore  there  are  no  exemptions  frou  accrual  accounting,  but 
there  is  a  recognition  of  a  need  for  varying  degrees  of  application 
in  individual  agencies. 

In  regard  to  the  use  of  cost-baaed  budgeting,  Public  Law 
84-863  requires  that  requests  for  appropriations  shall  be  presented 
on  a  cost  basis  in  such  manner  and  at  such  times  as  determined  by 
the  President,  and  that  such  cost-based  bligets  shall  be  used  by  all 
agencies  for  administration  and  operation.  These  requirements  con- 
template the  development  of  cost  of  performance  data  for  internal 
management  and  appropriation  purposes,  becj^se  such  data  provide  the 
most  realistic  basis  for  financial  planning  and  control  decisions  re- 
lating to  the  assigned  operations  of  each  agency.  Agency  internal 
operating  budgets  and  appropriation  requests  must  therefore  be  con- 
verted to  a  cost  basis. 
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POLICIES  AND  PROCEDURES 
PRESCRIBED  FOR  AGENCIES 

The  history  of  the  use  of  accrual  accounting  and  cost-based 
"budgeting  has  thus  far  been  covered  briefly.  This  section  will  trace 
how  recommendations  concerning  accrual  accounting  and  cost-based 
budgeting  presented  in  the  Second  Hoover  Commission  Report  were  put 
into  effect  by  government  agencies. 

Presidential  Approval  of  the 
Bureau  of  the  Budget's  Plans 

The  first  series  of  steps  in  putting  these  recommendations 

into  effect  involved  an  exchange  of  correspondence  between  President 

Dwight  D.  Eisenhower  and  Percival  F.  Brundage,  Director  of  the  Bureau 

of  the  Budget.  On  April  23,  1956,  Mr.  Brundage  sent  a  letter  to  the 

President  for  the  purpose  of  transmitting  the  Bureau  of  the  Budget's 

"Analysis  of  the  Bureau  and  Accounting  Report  of  the  Commission  on 

Organization  of  the  Executive  Branch  of  the  Government."  This 

analysis  states: 


The  installation  of  accrual  accounting  systems  has  been 
a  major  objective  of  the  Joint  Accounting  Program,  which 
has  made  considerable  progress  in  advancing  the  installation 
and  use  of  such  systems.  A  sizeable  job  still  remains,  but 
the  development  of  accrual  accounting  throughout  the  Govern- 
ment will  be  given  special  and  increased  emphasis  by  the 
Bureau  of  the  Budget  and  the  Joint  Accounting  Program.  Such 
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systems  are  recognized  as  essential  to  the  efforts  that 
will  he  made  to  carry  out  the  Hoover  Commission's  pro- 
posal for  developing  budgets  on  a  cost  basis . 


Included  in  the  analysis  of  the  recommendation  that  agency  "budgets  be 
formulated  and  administered  on  a  cost  basis,  it  was  further  stated: 


Agency  accounting  systems  are  not,  of  course,  over- 
hauled overnight  but  as  soon  as  accounting  systems  are 
producing  the  necessary  data  on  a  fully  reliable  basis, 
proposals  for  incorporating  cost  data  in  the  Budget 
Document  can  and  will  be  made  to  the  Appropriations 
Committees. ^ 


As  shown  by  the  above  excerpts,  the  Bureau  of  the  Budget  recognized 
that  there  was  a  big  job  ahead  in  implementing  accrual  accounting  and 
cost-based  budgeting  and  that  considerable  time  was  needed  to  carry 
out  these  Hoover  Commission  recommendations. 

The  President,  in  his  letter  of  April  26,  1956  to  Mr.  Brundag.^ 
approved  of  the  plans  of  the  Bureau  of  the  Budget  to  accelerate  the 
establishment  and  use  of  accrual  accounting  and  cost-based  budgeting 
in  government  agencies. 

Bureau  of  the  Budget  Guidance 

Following  the  passage  of  Public  Law  863  of  the  84th  Congress  on 
August  1,  1956,  the  Bureau  of  the  Budget  issued  Bulletin  Wo.  57-5  on 
October  10,  1956,  to  establish  general  requirements  for  the  developmen 


Enclosure  to  letter  from  Percival  F.  Brundage,  Director  of 
the  Bureau  of  the  Budget,  to  President  Dwight  D.  Eisenhower,  April  23, 
1956. 

2Ibid. 


23 

by  each  agency  in  the  executive  branch  of  a  planned  program  for  the 
implementation  of  accrual  accounting  and  cost-based  budgeting.   In 
this  bulletin  the  head  of  each  executive  agency  was  directed  to  sub- 
mit a  time  schedule  for  the  conversion  of  accounts  to  the  accrual  basis 
and  the  development  of  cost-based  budgeting  practices.  Attached  to 
this  bulletin  was  the  pamphlet,  "Improvement  of  Financial  Management  in 
the  Federal  Government,"  which  was  provided  as  a  guide  for  agencies  in 
planning  the  program  to  implement  the  requirements  of  Public  Law  8^-863^ 
The  agencies  were  further  informed  that  a  review  of  their  program 
would  be  held,  after  submission,  by  members  of  the  Bureau  of  the  Eudget, 
General  Accounting  Office,  and  the  Treasury  Department  with  agency 
officials  concerned  with  financial  management  to  insure  adherence  to, 
and  conformity  with,  the  pertinent  laws  and  instructions.  Thus,  with 
Bulletin  57-5  the  Bureau  of  the  Budget,  on  the  President's  behalf, 
exercised  the  leadership  within  the  executive  branch  in  carrying  out 
the  requirements  of  Public  Law  84-863. 

The  Bureau  of  the  Budget  in  succeeding  years  maintained  its 
leadership  role  by  describing  how  cost-based  budgets  were  to  be  pre- 
sented in  Circular  A- 11,  and  by  annually  reviewing  the  status  of  im- 
provement efforts  by  the  individual  agencies.  In  Bulletins  59-2,  59-9., 
60-7,  and  61-11  the  Bureau  of  the  Budget  called  for  an  agency  report 
on  the  progress  and  future  plans  of  installing  accrual  accounting  and 
cost-based  budgeting.   (See  Exhibit  I  for  format  used  in  I96I. )  This 
information  is  used  annually  to  prepare  a  summary  of  the  action  taken 
by  the  agencies  in  response  to  the  Bureau  of  the  Budget  Bulletin  57-5 
in  the  Annual  Progress  Report  of  the  Joint  Financial  Management  Improve- 
ment  Program. 
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EXHIBIT  I 


Financial  Management  Improvement  Program     Agency 
Agency  Report  as  of  June  30,  1961  Date 


Part  A  -  Accomplishments  and  Future  Plans 


.1961  Accomplishments 


Future  Plans  and  Schedule 


Part  B  -  Status  Information 


Organization 
and 'or 
Accounting 


Accounting  System  Cost-based  Budgeting 


Accrual  Approved  "by  i  Submission  j   Used    i  Budget 
Basis   j  Comp.  Gen.  j    for     j   intern-  j  Presenta- 
Fquity     J ! '  Approval      ally    ;  tion 


Remarks 
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It  has  been  shown  that  the  Bureau  of  the  Budget  is  the  direct- 
ing hand  in  insuring  that  government  agencies  carry  out  the  require- 
ments of  Public  Law  84-863.  Now  for  a  view  of  how  the  government 
agencies  are  to  implement  accrual  accounting  and  cost- based  budgeting. 

General  Accounting  Office  Guidance 

Public  Law  84-863  provides  that  the  conversion  of  an  agency- 
accounting  system  to  the  accrual  basis  shall  be  taken  in  accordance 
with  principles  and  standards  prescribed  by  the  Comptroller  General, 
with  a  view  to  facilitating  the  preparation  of  cost-based  budgets.  The 
Comptroller  General  has  recorded  these  standards  and  principles  under 
Title  2  of  the  General  Accounting  Office  Policy  and  Procedures  Manual 
for  Guidance  of  Federal  Agencies,  Volume  I. 

The  following  presentation  reviews  the  theoretical  aspect  of 
accrual  accounting  and  cost  accounting  as  published  by  the  General 
Accounting  Office,  the  requirements  of  Public  Law  84-363  concerning 
accrual  accounting  and  cost-based  budgets  as  interpreted  by  the  General 
Accounting  Office,  an  explanation  of  the  difference  between  theory  and 
law,  and  the  progress  made  on  converting  accounting  systems  to  accrual 
basis  and  budget  presentations  to  cost  basis  in  government  agencies. 

The  General  Accounting  Office  describes  accrual  accounting  as 
follows : 


The  accrual  basis  can  be  briefly  characterized  as  an 
effort  to  reflect  in  the  accounting  records  and  financial 
reports  events  as  they  transpire  from  a  time  or  period 
standpoint.  For  example  .  .  .  the  accrual  basis  recog- 
nizes revenues  when  they  are  earned.  .  .  .  the  accrual 
basis  provides  for  recording  the  expenditure  and  a 
liability  therefor  when  materials  or  services  are  re- 
ceived. Further,  under  the  accrual  basis  the  cost  of 
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materials  is  charged  to  expense  in  the  period  consumed 
(by  use  of  an  intervening  account) ....  Similarly,  in 
the  case  of  fixed  assets  (plant,  equipment,  etc.)  which 
ordinarily  have  useful  life  beyond  the  current  period, 
the  cost  is  spread  over  the  periods  benefitted  under  the 
accrual  basis. 3 


A  chart  presentation  of  recording  transactions  under  the 
accrual  basis  is  shown  below: 


1 

Recorded  in  period  in  which- 

Transaction 

Ordered 

|  Received 

Used 

Paid 

Placing  an  order 
for  goods  and 

As  an  obli 
gation 

1 

r 

services 

1 

Receipt  of  goods 
and  services 

As  an  accrued 
expenditure 

Goods  and  ser- 
vices applied  or 
consumed  (actual 
performance) 

As  a  cost 

Payments  made 

As  an  expen- 
diture (dis- 
bursement) ^ 

The  Accounting  Principles  Memorandum  No.  1  issued  by  the 
General  Accounting  Office  on  November  26,  1952  (revised  September  l8, 
1957)  describes  the  need  for,  the  purposes  and  advantages  of,  and  fac- 
tors to  be  evaluated  in  an  accrual  accounting  system.  Throughout  the 
memorandum  the  General  Accounting  Office  emphasizes  that  when  the 
accrual  basis  of  accounting  is  used,  a  more  accurate  picture  of 


General  Accounting  Office  Policy  and  Procedures  Manual  for 
Guidance  of  Federal  Agencies,  Title  2  (Washington:  U.  S.  Government 
Printing  Office,  Revised  1961),  p.  2-25. 


'Ibid.,  p.  2-206. 
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financial  conditions  is  presented.  Because  of  this  picture,  the 
figures  of  governmental  receipts  and  expenditures  will  be  more  mean- 
ingful and,  thereby,  more  useful  to  management,  the  Congress,  and  the 
public.  The  General  Accounting  Office  also  makes  it  clear  that 

.  .  .  only  under  the  accrual  basis  is  it  possible 
to  arrive  at  the  cost  of  goods  sold  or  services  rendered 
to  be  matched  against  the  revenue  earned  therefrom  during 
a  given  period. 5 

The  General  Accounting  Office  further  states  that: 


.  .  .  the  accrual  basis  of  accounting  should  be  used 
in  each  instance  to  the  extent  that  accounting  results 
will  be  significantly  improved  and  thereby  increase  the 
value  of  accounting  to  management  and  others  by  l)  con- 
tributing to  full  disclosures,  2)  improving  financial 
control  over  assets  and  liabilities,  3)  aiding  in  the 
development  of  cost  accounting,  k)   providing  more  infor- 
mative budget  data,  and  5)  furnishing  more  significant 
accounting  data  which  is  related  to  specific  assignments 
of  managerial  responsibility." 


In  its  discussion  on  cost  accounting  the  General  Accounting 
Office  also  points  out  that  accounting  principles  prescribe  that  cost 
accounting  should  be  developed  and  used  to  the  extent  that  the  value 
of  additional  information  made  available  outweighs  the  expensive 
added  record  keeping  involved. 

Therefore,  it  can  be  seen  that  the  General  Accounting  Office 
recognizes  that  accounting  principles  dictate  that  accrual  accounting 
can  be  useful  in  financial  management,  but  if  the  cost  of  such  a 
system  outweighs  the  benefits  received  from  better  accounting  infor- 
mation, the  system  should  not  be  put  into  effect. 

^Ibid.,  p.  2-26. 
Ibid.,  p.  2-39. 
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The  requirements  of  Public  Law  84-363  do  not  completely  follow 
these  principles.  The  General  Accounting  Office  interpreted  the  re- 
quirements of  this  law  in  its  "Accounting  Principles  Memorandum  No.  3/' 
dated  October  l8,  1957*  The  basic  requirement  is  that  all  executive 
agencies  must  maintain  their  accounts  on  an  accrual  basis,  or  on  a 
basis  which  can  readily  be  converted  to  the  accrual  basis  for  purposes 
of  cost-based  budgets  and  other  financial  reports  at  all  important  re- 
porting dates.   An  agency  need  not  maintain  its  accounts  on  a  con- 
tinuous accrual  basis  if  the  information  obtained  from  such  accounting 
would  not  be  significantly  different  from  the  information  obtained  from 
accounts  maintained  on  an  obligation  or  disbursement  basis.  Those 
accounts  which  are  not  maintained  on  a  continuous  accrual  accounting 
basis  should  be  converted  at  such  time  that  the  significance  of  such 
figures  would  be  of  beneficial  use  to  top  management  officials  and 
other  review  and  appraisal  groups  and  organizations.  Any  conversion 
adjustments  resulting  from  periodical  conversion  should  be  recorded  in 
the  agency  accounts  so  that  the  accounts  will  fully  support  the 
financial  reports  issued. 

Summary 

In  review,  it  can  be  seen  that  the  principles  of  accounting 
state  that  an  accounting  system  should  not  be  changed  unless  the 
benefits  of  such  a  change  will  be  greater  than  the  additional  cost  of 
the  change.  Public  Law  84-863  is  so  drafted  that  the  possibility  of 
there  existing  areas  where  no  benefits  and  only  increased  costs  would 
result  from  using  accrual  accounting,  was  not  taken  into  account.   It 
appears  that  the  General  Accounting  Office  made  an  attempt  partially 
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to  correct  this  overs  iglit  by  interpreting  the  law  to  mean  that,  in 
areas  where  continuous  accrual  accounting  was  not  beneficial,  accounts 
could  be  converted  periodically  to  that  basis.  However,  it  is  obvious 
that,  based  on  accounting  principles  which  the  General  Accounting  Office 
recognizes,  there  could  be  situations  where  additional  costs  for  un- 
necessary accounting  are  required  by  law. 

The  methods  to  be  used  in  an  acceptable  accrual  accounting 
system  have  been  prescribed  in  the  twelve  chapters  of  illustrative 
accounting  procedures  in  Title  2  of  the  General  Accounting  Office  Policy 
and  Procedures  Manual  for  Guidance  of  Federal  Agencies.  These  procedures 
are  too  extensive  to  summarize  and  include  in  this  paper.  Certain  of 
these  procedures,  however,  are  identified  in  subsequent  chapters  dealing 
with  individual  agency  implementation. 


IV 

STATUS  OF  GOVERNMENT-WIDE  IMPLEMENTATION 

The  actual  measure  of  the  implementation1  of  any  legislative 
requirements  should  be  based  on  the  analysis  of  statistical  data  of 
the  number  of  agencies  which  have  adopted  the  requirements.   In  an 
effort  to  present  the  current  facts  about  the  implemertation  of 
accrual  accounting  and  cost-based  budgeting,  information  from  The 
Joint  Financial  Management  Improvement  Program,  Annual  Report  Fiscal 
Year  I960,  and  information  from  an  interview  with  Mr.  S.  B.  Savage, 
Associate  Director  of  Accounting  and  Auditing  Policy  Staff  of  the 
General  Accounting  Office,  have  been  combined  in  the  following. 

Since  the  General  Accounting  Office  must  approve  an  account- 
ing system  before  it  is  considered  to  fulfill  the  requirements  of 
Public  Law  84-863,  the  report  on  implementation  will  be  presented 
as  seen  by  the  General  Accounting  Office. 

Approved  Accounting  Systems 

In  the  civilian  agencies — which  number  about  130 — forty-one 
accrual  accounting  systems  have  been  approved  in  their  entirety  by 
the  Comptroller  General.   In  addition,  seventeen  other  systems  have 
been  partially  approved.   In  the  Department  of  Defense,  only  the 
Department  of  the  Army  Corps  of  Engineers '  system  has  been  approved 
in  its  entirety.  Parts  of  other  systems  within  the  Department  of 
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Defense  have  been  approved  in  nine  other  instances.  These  figures 
are  not  very  impressive  and,  furthermore,  are  misleading.  The 
total  of  forty- two  systems  which  have  been  completely  approved  is 
deceiving  because  they  were  approved  by  the  Comptroller  General  as 
adequate  in  the  light  of  legislation  and  conditions  as  they  existed 
at  the  time  of  approval.  This  means  that  some  of  these  systems 
would  not  be  deemed  adequate  in  the  light  of  1961  requirements.  The 
number  of  inadequate  systems  is  not  available,  but  an  indication 
might  be  postulated  from  the  number  of  systems  approved  prior  to  the 
enactment  of  Public  Law  8^-863.  Twenty- two  such  systems  were  approv- 
ed prior  to  August,  195&. 

There  is  no  action  presently  planned  for  reviewing  those 
systems  that  are  inadequate  by  today's  standards,  which  have  been 
previously  approved  by  the  General  Accounting  Office.  The  General 
Accounting  Office  is  presently  more  interested  in  reviewing  and 
approving  systems  of  those  agencies  which  have  never  been  approved. 
The  General  Accounting  Office  prefers  to  take  this  course  of  action, 
since  it  feels  that  the  installation  of  approved  accrual  accounting 
systems  is  not  proceeding  fast  enough. 

The  reason  most  frequently  heard  for  not  adopting  accrual 
accounting  is  that  there  is  extra  cost  involved  without  commensurate 
benefits.  The  General  Accounting  Office  does  not  feel  that  accrual 
accounting,  when  properly  maintained,  creates  an  increased  work 
load.  The  extra  cost  that  agencies  refer  to  stems  from  the  idea 
that  records  presently  being  used  for  fund  control  will  have  to  be 
maintained  as  well  as  the  accrual  accounting  system.   It  has  been 
found  in  those  agencies  that  have  accrual  accounting  systems  which 
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have  been  approved  by  the  General  Accounting  Office,  that  fund  con- 
trol need  not  he  used  at  as  low  a  level  as  it  is  under  obligation 
accounting.   Instead  of  allotments,  operating  budgets  can  be  used 
at  the  lower  level,  and  appropriation  control  as  required  by  the 
Anti- Deficiency  Act  would  be  maintained  at  the  upper  level  of  the 
organization. 

In  an  effort  to  make  it  clear  that  accrual  accounting  does 
not  involve  additional  costs,  the  General  Accounting  Office  has 
worked  with  various  agencies  to  develop  an  accrual  accounting  system 
with  the  required  fund  control.  This,  however,  has  been  a  slow  and 
tedious  process,  and  the  General  Accounting  Office  feels  that  the 
requirements  of  the  law  are  not  being  carried  out  as  rapidly  as 
desired.   In  order  to  reach  more  agencies  with  specific  information 
about  the  benefits  of  accrual  accounting,  the  General  Accounting 
Office  plans  to  distribute  an  illustration  of  how  a  system  based  on 
accrual  accounting  can  be  used  for  fund  control.  This  illustration 
is  expected  to  be  released  in  February  of  1962. 

Agency  Reports  of  Implementation 

In  the  summary  of  "Agency  Reports  of  Status"  in  The  Joint 
Financial  Management  Improvement  Program,  Annual  Report  Fiscal  Year 
i960,  124  of  the  civilian  executive  agencies  reported  that  they 
would  have  a  complete  accrual  accounting  system  in  effect  by  the  end 
of  1961.   In  this  summary  105  agencies  reported  that  by  the  end  of 
196l  they  would  make  their  budget  presentation  on  a  cost-basis.   It 
must  be  kept  in  mind  that  these  figures  reflect  each  agency's  own 
evaluation  of  the  degree  to  which  it  has  attained  accrual  account- 
ing and  cost-based  budgeting  objectives,  but  do  not  signify  that 
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the  General  Accounting  Office,  the  Bureau  of  the  Budget,  or  the 
Treasury  Department  agree  with  those  representations.  The  General 
Accounting  Office  considers  that  many  of  these  agency  evaluations 
are  being  reported  and  published  for  "window  dressing"  purposes. 
Most  of  these  budgets  are  not  constructed  from  cost  accounting  data 
and  are  not  used  in  any  way  for  better  financial  management.  They 
do  not  conform,  except  in  the  cases  of  those  systems  approved  under 
present  day  requirements,  with  the  law  and  are  being  submitted  only 
to  comply  with  the  request  of  the  Bureau  of  the  Budget. 

Department  of  Defense  Status 

In  examining  the  summary  it  is  seen  that  only  the  Department 
of  Defense  has  reported  as  "indefinite"  the  expected  date  of  implementa- 
tion of  accrual  accounting  and  cost-based  budgeting.  Since  the  enact- 
ment of  Public  Law  84-863,  the  General  Accounting  Office  and  the  Depart- 
ment of  Defense  have  been  in  disagreement  over  the  latter 's  partial 
disregard  of  the  requirements  of  the  law.  The  General  Accounting 
Office  is  hopeful  that  the  Department  of  Defense  will  make  progress 
in  converting  to  an  accrual  system  as  a  result  of  its  present  review 
of  accounting  systems  to  support  program  package  planning.  The  General 
Accounting  Office  has  not  been  called  in  to  assist  in  this  review,  but 
it  has  informed  the  Department  of  Defense  that  it  will  gladly  provide 
any  assistance  desired.  Since  the  Department  of  Defense  expends  the 
largest  share  of  the  Federal  funds,  the  General  Accounting  Office 
would  consider  its  implementation  of  accrual  accounting  to  be  a  great 
asset  in  encouraging  other  government  agencies  to  convert  to  accrual 
accounting . 
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Mr.  Savage  summarized  the  General  Accounting  Office's 
position  as  follows: 


Cost  consciousness  is  the  main  benefit  of  accrual 
acounting.  Obligation  accounting  does  not  provide  the 
motivation  for  cost  consciousness.  Therefore,  the 
General  Accounting  Office  feels  that  Public  Law  863  is 
a  good  law  and  that  if  the  requirements  are  properly- 
carried  out,  no   additional  costs  will  be  incurred  and 
a  savings  will  be  recognized  by  better  financial  manage- 
ment. The  General  Accounting  Office  is  now  actively 
attempting  to  enlighten  agencies  of  the  benefits  of  the 
system.  Something  has  to  be  done  to  have  the  require- 
ments of  the  law  carried  out  at  a  more  rapid  pace  and 
we  think  we  are  actively  pursuing  this  end. 


Summary 

A  summary  of  the  degree  of  implementation  of  accrual  account- 
ing and  cost-based  budgeting  can  be  stated  as  follows: 


...  in  some  of  the  agencies,  the  degree  to  which 
the  modernized  concepts  have  been  applied  does  not 
appear  to  be  adequate  in  relation  to  current  require- 
ments and  objectives.  In  other  cases,  the  agencies  are 
still  in  the  developmental  stage  of  the  program.  Accord- 
ingly much  still  remains  to  be  done  before  the  ultimate 
objectives  of  the  Joint  Program  are  satisfactorily 
attained  in  all  agencies  throughout  the  Federal  Govern- 
ment. 2 


Interview  with  S.  B.  Savage,  Associate  Director  of  Accounting 
and  Auditing  Policy  Staff  of  the  General  Accounting  Office,  December  1; 
1961. 

2  . 

The  Joint  Financial  Management  Improvement  Program,  Annual 

Report  Fiscal  Year  i960  (Washington:  U.  S.  Government  Printing 
Office,  I960),  p.  6. 


V 

APPLICATIONS  WITHIN  THE  ATOMIC 
ENERGY  COMMISSION 

Selected  Ap-olicatjons  of 
Accrual  Accounting  and 
Cost-based  Budgeting 

Following  the  issuance  of  directives  and  guidance  to  the 

Federal  agencies,  there  was  a  substantial  effort  on  the  part  of  the 

Federal  agencies  to  comply  with  the  letter,  if  not  with  the  spirit, 

of  Public  Law  8^-863.  The  significant  questions  that  have  to  be 

asked,  once  an  activity  reports  the  development  and  execution  of  a 

program,  are : 

1.  To  what  depth  and  in  what  areas  is  the  change  being 
implemented? 

2.  Is  the  reorganization  of  the  accounting  and  budget 
structure  anything  more  than  a  paper  exercise  to  con- 
vey the  impression  of  compliance  with  the  law? 

3-  Will  the  revised  system  pay  off  in  terms  of  more  effi- 
cient management  control  and  more  efficient  employment 
of  government  resources? 
The  partial  answers  to  these  questions  can  be  obtained  by  an 
analysis  of  an  agency's  attempt  to  incorporate  the  legislated  changes 
No  attempt  can  be  made  to  evaluate  the  total  government  effort  in  a 
paper  of  this  scope,  but  examples  from  selected  analysis  are  appro- 
priate. For  these  purposes,  two  agencies  have  been  selected — the 
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Atomic  Energy  Commission  [AEC],  and  the  Department  of  Defense 
[DOD].  With  respect  to  the  latter,  discussion  will  "be  limited  to 
identification  of  directives  of  the  Secretary  of  Defense,  with  par- 
ticular analysis  of  the  directives  which  apply  to  the  area  of  appro- 
priations for  military  construction. 

Pf :p~c.:s ibilitiesi  and  Programs 

ol  thf--  Atomic  Energy  " 

Commission 

Under  the  law,  the  responsibilities  of  the  Atomic  Energy 

Commission  are  to: 


1.  Control  possession,  use,  and  production  of  atomic 
energy  and  special  nuclear  material  so  as  to  make  the 
maximum  contribution  to  the  common  defense  and  security, 
and  to  the  national  welfare. 

2.  Conduct,  assist  and  foster  research  and  develop- 
ment in  order  to  encourage  maximum  scientific  and  indus- 
trial progress  including  the  encouragement  of  widespread 
participation  in  the  development  and  utilization  of 
atomic  energy  for  peaceful  purposes. -1- 


In  order  to  carry  out  these  responsibilities,  major  pro- 
grams were  established  to: 

1.  Procure  the  necessary  materials,  principally  uranium 
concentrate  and  ores; 

2.  Convert  the  uranium  into  special  nuclear  materials. 
.  .  .   These  special  nuclear  materials  are  the  principle 
[sic]  ingredients  in  atomic  weapons  and  reactors; 

3-   Develop  and  fabricate  nuclear  weapons,  that  is, 
free  falling  bombs  and  missile  warheads; 


Presentation  on  AEC  Financial  Management  given  to  the  Bureau  of 
the  Budget  in  August,  i960,  pp.  2-3.   (in  the  files  of  the  Com- 
mission. ) 
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h.      Develop  nuclear  reactors  for  a  variety  of  purposes; 


5-   Conduct  research  in  the  physical  and  life  sciences, 
particularly  in  the  areas  of  special  interest  to  atomic 
energy;  and 

6.   Develop  the  application  of  radioactive  isotopes  and 
nuclear  explosives  to  various  segments  of  our  civilian 
economy. 


These  programs  were  organized  into  budget  programs  which  have 
varied  in  number  over  the  years  but  have  been  essentially  the  same  as 
the  following: 


1.  Raw  materials 

2.  Special  nuclear  materials 
3 •  Weapons 

k.  Reactor  development 

5.  Physical  research 

6.  Biology  and  medicine 

7.  Training,  education,  and  information 

8.  Civilian  applications  of  isotopes  and 

nuclear  explosives 

9 .  Community 

10.  Administration        » 

11.  Security  investigations 


The  AEC  is  engaged  essentially  in  industrial  programs.   The 
most  significant  portion  of  the  work  involved  in  carrying  out  these 
programs  is  performed  by  industrial  concerns  and  universities  under 
contract  with  the  Commission  for  the  operation  of  the  government- 
owned  facilities.   To  ensure  sound  financial  management  of  such 
facilities  and  to  permit  flexibility  of  maintenance  of  integrated 


Ibid. ,  p.  3« 

3 
U.S.,  Bureau  of  the  Budget,  The  Budget  of  the  United  States 

Government  for  the  Fiscal  Year  Ending  June  30,  1962  (Washington: 

U.S.  Government  Printing  Office,  19bi;,  p.  H9T 
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accounts,  that  is,  accounts  which  will  serve  both  the  Government  and 
the  industrial  contractor,  a  system  of  accrual  accounting  was  con- 
sidered imperative.  This  accounting  system  has  to  distinguish  between 
assets,  liabilities,  income  and  expense,  and  provide  functional  cost 
breakdowns  in  sufficient  detail  to  provide  a  tool  for  administration. 
Another  determinant  which  influenced  the  organisation  of  the  Commis- 
sion's accounting  was  the  need  for  data  to  be  used  as  a  basis  for: 

1.  Establishing  charges  for  AEC  products  and  services: 

2.  Appraising  proposed  capital  plant  improvements  to 
determine  pay  out; 

3«  Appraising  production  efficiencies  of  the  various 
Commission  installations  to  determine  distribution  of 
production  loads,  and  to  indicate  possible  areas  of  man- 
agement improvement;  and 

k.     Assessing  alternatives  to  direct  government  opera- 
tions in  meeting  Commission  requirements  for  products  and 
services. 

Budgeting  and  Accounting 

The  AEC  converted  its  accounting  systems  to  an  accrual 
basis  in  19^9 •   It  submitted  its  first  cost-performance  budget  to 
the  Congress  in  1950,  covering  the  fiscal  year  1951-  A  review  of 
the  preparation  of  budget  estimates  and  budget  administration  is 
necessary  to  see  how,  utilizing  the  cost-performance  concept,  the 
budgeting  is  supported  by  an  accrual  accounting  system. 

Since  1953,  Congress  has  provided  funds  for  the  AEC  in  two 
appropriations — one  for  Operating  Expenses,  and  the  other  for  Plant 
Acquisition  and  Construction.  Accordingly,  budget  estimates  are 


k 
Presentation  on  AEC  Financial  Management,  op.  cit.,  p.  7- 
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prepared  in  these  two  areas.   Eudget  estimates  may  originate  in  the 
field  (with  the  contractor  or  the  AEC  Operations  Office)  or  at  head- 
quarters (with  the  Program  Division,  the  General  Manager  or  the 
Commission).   The  bulk  of  the  budget  estimates  originate  in  the 
field.  The  budget  for  operating  expenses  is  presented  for  each 
functional  program  in  terms  of  accrued  costs.   Estimates  are  prepared 
on  the  basis  of  program  costs  and  the  necessary  changes  in  selected 
resources.   These  would  include  inventories,  accounts  receivable  and 
payable,  and  similar  items.  The  total  accrued  cost  is  then  recon- 
ciled to  the  total  obligational  authority  through  an  entry  reflect- 
ing these  changes  in  selected  resources.  A  planning  estimate  of  the 
summary  of  operating  costs  by  program  reconciled  to  net  obligations 
is  presented  in  Table  1.   The  same  data  are  presented  in  Table  2  in 
the  form  in  which  it  was  transmitted  to  Congress  in  the  budget. 
Illustrative  data  are  based  on  FY  196l  agency  planning  and  budget 
submissions,  as  this  was  the  latest  available  correlative  data  encom- 
passing both.   It  is  noted  that  the  estimates  for  FY  i960  and  1961 
were  revised  upwards  when  submitted  to  Congress,  but  for  comparative 
purposes  the  FY  1959  data  are  the  same  in  both  Tables.   Table  1  in- 
dicates an  amount  of  $18,265,361.00  for  changes  in  selected  re- 
sources which,  added  to  total  accrued  program  costs,  gives  the  total 
obligations  for  operating  expenses.  The  breakdown  in  Table  2,  from 
line  Ik   down,  indicates  how  this  figure  was  computed.  The  total 
program  costs  are  compared  with  the  accrued  expenditures  for  the  year. 
The  difference  between  these  two  figures  represents  the  costs  for  the 
current  year  which  were  financed  from  accrued  expenditures  of  previous 
years.  Table  3  breaks  down  this  figure  of  the  previous  year's 
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accrued  expenditures  which,  it  can  be  seen,  is  the  change  "between  the 

total  of  accrued  resources in  this  case  a  reduction — between  the 

beginning  of  the  year  and  the  end  of  the  year.   Returning  to  Table  2, 
the  data  show  that  the  accrued  expenditures  are  then  adjusted  to  in- 
corporate the  change  in  unpaid,  undelivered  orders  during  the  year — 
which  would  be  reflected  in  changes  in  receivables — to  give  the  total 
of  program  obligations  for  the  year. 

The  budget  for  Plant  Acquisition  and  Construction,  which  in 
recent  years  has  averaged  about  ten  percent  of  the  budget  for  operat- 
ing expenses,  deviates  from  the  cost  presentation  for  operating  ex- 
penses in  that  it  presents  requirements  in  terms  of  obligations  only 
for  each  functional  program.  The  Commission  feels  that  the  signifi- 
cant feature  for  evaluation  in  this  area  is  not  the  annual  cost  but 
the  total  cost.  Accordingly,  in  the  annual  budget  presentation,  ob- 
ligational  requirements  are  highlighted.   Data  on  cost  progress  by 
year  for  each  construction  project  are  maintained  in  the  internal 
cost  accounting  system  and  are  available  to  the  review  bodies. 

The  Financial  Plan 

Administration  of  the  Commission's  operating  budget  is  ac- 
complished by  means  of  a  financial  plan.  Like  the  budget,  the 
financial  plan  is  a  statement  of  program  costs,  changes  in  selected 
resources  and  obligational  authority.   It  sets  forth  both  the  planned 
cost  for  the  year  of  each  functional  program,  together  with  the  re- 
maining budget  items  which  are  necessary  to  reconcile  costs  with  the 
total  obligational  authority  required  to  carry  out  the  entire  plan. 
In  summary,  an  over-all  financial  plan  for  the  year  is  developed  at 


kk 

headquarters  within  the  limits  of  funds  appropriated.  The  over-all 
plan  is  "broken  down  into  individual  plans  for  each  operations 
office  or  headquarters  division  having  direct  operating  respon- 
sibility for  the  execution  of  a  program. 

The  plan  for  each  office  sets  forth  the  annual  cost  ceilings 
for  each  of  its  programs,  plus  or  minus  the  increase  or  decrease  in 
selected  resources.  The  program  totals  on  the  summary  page  of  the 
financial  plan  are  supported  by  detailed  breakdowns .  These  indicate 
the  estimated  costs  for  each  activity  or  function  within  each  pro- 
gram. Each  office  receiving  a  financial  plan  distributes  the  costs 
for  each  activity  by  month  in  accordance  with  planned  progress. 
This  projection  of  costs,  together  with  the  monthly  reporting  of 
costs  on  a  comparable  basis,  provides  management  with  a  tool  for 
measuring  performance.  This  system  requires  extensive  presentation 
for  full  understanding  but  the  attached  charts  present  key,  represen- 
tative reporting  forms  utilized  in  administration  of  the  plan. 
Table  k   is  the  yearly  financial  plan  for  a  typical  Operations 
Office  for  FY  i960.  Table  5  is  a  sample  of  a  monthly  cost-budget 
report  which  relates  the  specific  month's  operations  to  the  annual 
financial  plan  and  serves  to  measure  progress  in  terms  of  the  yearJ.y 
financial  plan.  Supplementing  the  other  reports  are  monthly  product 
unit  cost  reports  which  permit  more  detailed  analysis  of  program 
deviations  from  planned  objectives . 

With  regard  to  administration  of  contractor  operations,  final 
controls  are  exercised  through  the  contract  itself  which  sets  the 
maximum  amount  to  which  the  contractor  can  commit  the  Government 
during  a  specified  period.  The  amount  is  recorded  as  an 
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TABLE  4 


FINANCIAL  PLAN 


APPROPRIATION:   OPERATING  EXPENSES 
Atomic  Energy  Commission 


Operations  Office  or  Headquarters  Division 

"Pi  sral  Ypar 

Current 

Increase  or 

Proposed 

Approved 

Item              Plan 

Decrease  (-) 

Plan 

Plan 

1. 

Program  Costs  Incurred: 

A.  Raw  materials 

+    10,000 

10,000 

10,000 

B.  Special  nuclear 

materials 

1,879,000 

20,000 

1,859,000 

1,859,000 

C .  Weapons 

D.  Reactor  development 

18,675,000 

+  2,018,000 

20,693,0C0 

20,693,000 

E.  Physical  research 

31,969,000 

+  8,999,000 

40,968,000 

40,968,000 

F.  Biology  and  medicine 

10,156,000 

+   249,000 

10,405,000 

10,405,000 

G.  Training,  education, 

and  information 

320,000 

+     2,000 

322,000 

352,000 

H.  Isotope  development 

345,000 

-0- 

345,000 

345,000 

I.  Civilian  applica- 

tions of  nuclear 

explosives 

J.  Community  operations 

K.   Program  direction 

and  administration 

2,177,000 

^7,000 

2,130,000 

2,130,000 

L.  Security  investiga- 

tions 

M.  Other  costs 

N.  Total  program  costs 

365,000 

-0- 

365,000 

^65,000 

65,886,000 

11,211,000 

77,097,000 

77,127,000 

0.  Less:  Revenues 

410,000 

57,000 

467,000 

467,000 

P.  Net  program  costs 

65,1*76,000 

11,154,000 

76,630,000 

76,660,000 

2. 

Increase  or  decrease  in 

unapplied  resources 

-2,520,000 

-  7,895,851 

-10,415,851 

-16,874,629 

5- 

Appropriation  reim- 
"bursement 

4. 

Reconciling  transfers 

between  AEC  Offices 

-  736,150 

-    497,738 

-  1,233,888 

-     183,888 

5. 

Transfer  appropriation 

6. 

Planned  obligations 

62,219,850 

2,760,411 

64,980,261 

59,601,483 

I  • 

Less:  Amount  not 

allotted 
Obligational  authority 

1,400,000* 

8. 

allotted 

_  ._ 

1  62,219,850 



2,760,411 

64,980,261 

58,201,483 

Remarks : 

*  AEC  reserve  for  Army  Compact  Reactor 


Presentation  on  AEC  Financial  Management  given  to  the  Bureau  of  the  Budget  in 
August,  i960,   (in  the  files  of  the  Commission). 
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TABLE  5 

U.  S. 

ATCMIC  ENERGY  ( 

XMMISSION1 

a 

OPERATIONS  OFFICE 

CONTRACTOR 

DATE 

February 

28,  I960 

PAR' 

r  I  OPERATIONS  • 

-  FUND  (in 

thousands) 

Financ 

ial  Plan 

Classification 

Current 

Year 

Under run 

Fiscal 

Description 

Number 

Month 

to  Date 

(Overrun) 

Year  i960 

Raw  Materials 

1000 

1 

6 

-0- 

10 

Special  nuclear 

materials 

2000 

^3 

467 

232 

1,859 

Reactor  development 

4000 

1,881 

13,472 

(1,563) 

20,693 

Physical  research 

5000 

2,469 

20,286 

6,39^ 

40,968 

Biology  &  medicine 

6000 

819 

6,649 

60 

10,405 

Program  direction 

8000 

177 

1,402 

(6) 

2,130 

Isotopes  development 

86oo 

22 

231 

(36) 

3^+5 

Training,  education 

and  information 

8700 

36 

31^ 

(105) 

352 

Other  costs 

8900 

l44 

892 

(755) 

365 

Total  operating 

costs 

5,592 

^3,719 

4,221 

77,127 

Revenues 

io4oo 

(1,5*7) 

(U67) 

Net  costs 

42,172 

76,660 

Change  in  selected 
resources 

AEC  payments 

Change  in  unpaid  obligations 

Obligations  incurred 


3,211 


^5,383 
(6,753) 


38,630 


(17,059) 


59,601 


Presentation  on  AEC  Financial  Management  given  to  the  Bureau  of  the  Budget 
in  August,  i960,   (in  the  files  of  the  Commission). 
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obligation  on  the  Commission's  "books.  This  process  is  summarized 
as  follows: 


The  responsibility  for  maintaining  such  commit- 
ments within  the  limits  set  under  the  contract  rests 
with  the  contractor.  However,  the  contractors  do 
budget  and  control  in  terms  of  cost  elements,  (labor, 
materials,  burden,  etc.)  by  cost  centers  (departmental 
and  other  organizational  units),  and  distribute  these 
costs  to  activities  and  functions  in  accordance  with 
normal  accounting  procedures.  .  .  .  the  contractors  set 
up  estimates  on  the  basis  of  the  organization,  employ- 
ment, materials,  etc.,  necessary  to  carry  out  the  pro- 
gram ....  these  follow  industrial  type  budgets,  with 
monthly  reporting  on  the  same  basis  ....  Broadly 
speaking,  the  review  and  control  of  contractors '  opera- 
tions in  terms  of  "cost  elements"  and  "cost  centers"  is 
limited  to  the  contractors'  own  management  staffs  and 
that  cf  the  Commission's  office  immediately  responsible 
for  the  supervision  of  the  contract. 5 


The  above  procedures  are  employed  in  accounting  for  the  funds 
granted  in  the  operating  expense  appropriations.  However,  funds 
granted  under  the  Plant  Acquisition  and  Construction  appropriation 
are  administered  through  obligation  accounting.  Most  of  the  AEC's 
construction  projects  are  let  on  fixed  price  contracts  and  funds  for 
the  entire  project  are  normally  appropriated  in  one  year.  Costs  are 
used  in  the  internal  administration  of  the  construction  budget. 
Victor  Corso,  Deputy  Assistant  Controller  for  Budgets,  AEC,  sum- 
marizes this  process  as  follows: 


We  estimate  the  amount  of  cost  that  will  be  incurred 
in  any  given  fiscal  year  and  call  for  monthly  projections 
of  these  costs,  which  should  reflect  the  actual  progress 
under  a  given  construction  project.  When  our  monthly  re- 
ports come  in,  the  actual  is  compared  with  the  projection. 
This  flags  areas  where  substantial  deviations  may  signify 


^ Ibid.,  p.  18. 
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either  trouble  in  meeting  the  targe tecL-date  of  com- 
pletion or  inaccurate  cost  estimating. 


Evaluation 

The  foregoing  demonstrates  that  the  AEC  functions  are  conduct- 
ed and  performance  is  measured  in  cost  parameters  and  indices.  This 
cost-based  budget  system  is  supported  by  the  accrual  accounting 
system  which  is  required  to  provide,  on  a  monthly  basis,  the  cost 
status  of  the  functional  programs.  This  cost  status  has  to  incorpor- 
ate data  on  the  following: 

1.  What  funds  have  been  obligated? 

2.  Which  of  the  obligated  funds  have  been  expended? 

3.  The  cost  of  what  goods  and  services  which  have  been 
received  have  been  paid  for  by  which  expenditures  re- 
gardless in  which  fiscal  year  the  expenditures  were 
incurred? 

k.     What  are  the  status  and  financial  measure  of  inventories 
in  both  the  Commission's  and  the  contractors'  hands? 

5-  What  is  the  measure  of  goods  and  services  which  have 
been  ordered  and  for  which  funds  have  been  obligated, 
but  which  may  not  be  provided  for  some  time? 

The  logical  question  is  what  is  the  value  of  the  accounting  and 
budgeting  systems  of  the  AEC  to  its  management  function  and,  ulti- 
mately, to  the  taxpayers? 


Victor  Corso,  "An  Interagency  Panel:  Accrual  Accounting  and 
Cost  Budgeting,"  The  Federal  Accountant,  XI  (December,  1961),  p.  92. 
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James  A.  Miller,  at  the  time  Deputy  Assistant  Controller  for 
Budgets,  summarized  the  early  development  of  the  Commission's  system, 
thus: 


It  was  soon  evident  that  traditional  allotment  systems 
and  reports  on  obligations  and  expenditures  were  not  an 
adequate  basis  for  financial  control.  ,  .  .  These  problems 
of  budget  presentation  and  administration  were  due  princi- 
pally to  the  nature  of  the  programs,  the  organization  of 
the  Commission,  and  its  method  of  contracting  ....  the 
monthly  trend  in  obligations  and  expenditures  was  of  little 
or  no  value  in  measuring  performance,  evaluating  the  ade- 
quacy of  funding,  or  determining  the  status  of  funds  at  any 
given  time  during  the  year. ' 


The  logical  solution  was, 


.  .  .  the  development  of  a  system  based  on  control  of 
programs  through  costs  with  a  simplified  allotment  system 
to  control  obligations  to  the  extent  necessary  to  comply 
with  laws  and  regulations  regarding  the  expenditure  of 
federal  funds.8 


Wayne  R.  Starr,  Chief  Budget  Operations  Branch,  Office  of  the 
Controller,  AEC,  further  summarized  the  value  of  the  cost-based  systems 
to  the  Commission.  The  Commission  uses  costs  in  three  principal 
functions : 


1.  To  establish  comparisons  between  the  cost  of  AEC 
produced  power  and  commercial  power  produced  from 
other  energy  sources. 

2.  To  make  efficiency  comparisons  among  various  contractors 
engaged  in  similar  work  for  the  Commission  and  among  the 
different  AEC  activities. 


7 
James  A.  Miller,  "A  Cost-based  Budget  in  an  Agency,"  The 

Federal  Accountant, IX  (September,  1959),  pp.  40-Ul. 

o 
Ibid.,  p.  If2. 
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3.  As  a  measure  of  general  performance  in  all  areas 
of  the  organization. 9 


Under  one  and  two  above,  it  is  noted  that,  in  order  to  measure  cost 
most  accurately,  the  Commission  includes  plant  and  equipment  deprecia- 
tion in  the  computation  of  operating  expenses.  However,  this  is  excluded 
in  the  computation  of  operating  expenses  included  in  the  budget  presen- 

t 

tation. 

Assuming  the  proposition  that  accrual  accounting  systems  tend  to 
cost  more  to  maintain  than  the  more  simple  obligation/expenditure 
accounting  systems,  there  is  some  measure  of  economy  in  the  integrated 
accounting  system  employed  by  the  Commission  and  its  industrial  con- 
tractors. This  economy  is  twofold:  one,  the  number  of  accounts  re- 
quired to  be  kept  can  be,  and  by  Commission  testimony  is,  less  than  the 
number  that  would  be  maintained  if  the  contractors  were  required  to  keep 
one  complete  set  of  accounts  in  one  system  and  the  Government  another 
set  in  another  system;  two,  there  is  an  inherent  economy  achieved  from 
the  more  facile  inter-operations  achieved  out  of  employment  of  a  common 
system.  The  Commission  feels  further  that  system  economies  are  realized 
through  not  having  to  operate  separate  "industrial  funds"  which  would  en- 
tail additional  accounting,  and  that  accounting  reports,  based  on 
arbitrary  distributions  and  adjustments,  are  eliminated. 

Mr.  Corso  summarizes  his  defense  of  the  Commission's  system 
as  follows: 


9 
Interview  with  Wayne  R.  Starr,  Chief  Budget  Operations  Branch, 


November  8,  196l. 


Miller,  op.  cit. ,  p.  h<$. 
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These  two  financial  systems,  one  for  operations  and 
one  for  construction  projects,  nave  been  well  received 
by  management.  They  are  understood  by  the  Appropriations 
Committees.  We  think  they  meet  some  of  the  objectives 
the  Hoover  Commission  had  in  mind  in  recommending  accrual 
accounting  and  cost  budgeting,  particularly  with  respect 
to  congressional  control  of  the  funding  and  level  of  op- 
erations of  the  Atomic  Energy  Commission. 


Corso,  op.  cit.,  p.  92. 


VI 

APPLICATIONS  WITHIN  THE  DEPARTMENT  OF  DEFENSE 

Department  Directives 

In  contrast  to  the  early  action  of  the  Atomic  Energy  Commission, 
whose  financial  management  organization  and  reorganization  had  most  often 
anticipated  legislative  or  executive  prescription,  the  Department  of 
Defense  [DOD]  has  been,  perhaps,  the  slowest  of  the  executive  departments 
to  respond  to  the  congress ionally  willed  reorganization  of  financial 
management  systems.   This  fact  is  particularly  significant  in  considera- 
tion of  the  percentage  of  the  annually  appropriated  funds  which  the 
Department  administers. 

In  reviewing  what  the  Department  of  Defense  has  accomplished,  at 
least  in  certain  areas,  it  is  necessary  to  review  the  organization  of  the 
Defense  budget.  This  budget  is  under  five  budget  titles,  reflecting  the 
five  major  areas  of  the  defense  program.  These  are: 

Military  Personnel 

Operation  and  Maintenance 

Procurement 

Research,  Development,  Test  and  Evaluation 

Military  Construction 
The  DOD  chose  to  initiate  the  implementation  of  the  requirements  of 
Public  Law  8J+-863  by  issuing  directives  covering  each  of  xhese  areas. 
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The  first  directive,  Department  of  Defense  Directive  Number  70^0.1,  was 
issued  May  29,  1959*   It  established  policies  for  the  development  of 
planned  programs  for  improvement  of  financial  management  in  the  area  of 
appropriations  for  Operation  and  Maintenance.  Although  this  directive 
prescribed  that  each  military  department  should  prepare  its  own  manual 
implementing  this  instruction,  the  DOD  subsequently  issued  a  brochure 
titled  Production  of  Financial  Reports  for  Appropriated  Funds  in  the 
Department  of  Defense  with  Illustrations  for  the  Area  of  Operation  and 
Maintenance.  This  brochure,  commonly  identified  as  the  "Blue  Book,"  was 
supplemented  with  a  brochure  titled  Bookkeeping  for  an  Operating  Unit. 
Subsequently,  a  manual  titled  Financial  and  Accounting  Procedures  in  the 
Area  of  Appropriations  for  Military  Construction  was  issued  in  January, 
I960.  This  manual  is  commonly  referred  to  as  the  "Green  Book."  By  some 
curious  circumstance,  the  directive,  which  this  manual  was  intended  to 
amplify,  (Department  of  Defense  Directive  Number  70^0.2)  was  not  issued 
until  January  l8,  1961.  To  date,  these  directives  and  implementing 
manuals  comprise  the  total  output  of  policy  guidance  issued  by  the 
Secretary  of  Defense. 

Although  issued  at  different  times  and  differing  in  some  phrase- 
ology, these  directives  derived  from  the  same  authority  and  prescribed  a 
common  set  of  policies,  principles  and  procedures  designed  to  effect 
common  objectives  through  standardized  methodology.   In  order  to  achieve 
a  logical  and  sufficiently  comprehensive  presentation,  the  following  will 
be  confined  to  an  analysis  of  the  DOD  program  in  the  area  of  military 
construction.  Any  differences  in  the  structure  of  the  two  aforementioned 
systems  is  considered  due  to  functional  differences  in  the  areas  in  which 
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the  systems  are  to  be  employed,  not  to  any  significant  differences  in 
the  modus  operandi  prescribed.   It  is  emphasized  that  the  program  out- 
lined, inasmuch  as  it  is  to  effect  changes  to  operating  systems,  is 
presently — within  the  individual  military  departments — mostly  in  the 
planning  stages. 

Ob j e ctives  of  the  Program 

The  basic  objectives  of  the  improvement  in  financial  management 
are  stated  as  follows: 


1.   Improved  budgeting  and  justification  of  appropria- 
tion and  apportionment  requests,  based  upon  coordi- 
nated planning  and  programming,  through  the  use  of 
information  of  costs  of  programs  and  activities 
appropriately  classified  to  meet  management  require- 
ments .  . 


2.   Improved  programming  and  justification  of  requests 
for  Congressional  authorization  of  the  major  con- 
struction programs,  prior  to  and  as  a  basis  for 
appropriation  requests,  likewise  based  upon  coordi- 
nated planning,  programming  and  budgeting,  through 
the  use  of  information  on  costs  of  proposed  programs. 


3.  Improved  administration  and  management  of  operational 
resources  by  responsible  organizations  within  the 
Department  of  Defense  through: 

(a)  Use  of  cost-based  operating  budgets  and 
simplified,  flexible,  funding  practices 
based  upon  such  operating  budgets . 

(b)  Use  of  reports  on  performance  in  terms  of 
costs  and  related  program  data,  especially 
in  relation  to  operating  budgets,  and  re- 
ports on  the  status  of  resources. 


U.S.,  Department  of  Defense  Directive  Number  7040.2,  Program 
for  Improvement  in  Financial  Management  in  the  Area  of  Appropriations 
for  Acquisition  and  Construction  of  Military  Real  Property  (Washington: 
Defense  Printing  Office,  1961),  pp.  1-2. 
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Attainment  of  these  objectives  requires  the  implementation 


of  plans  for: 


1.  Use  of  cost-based  budgets  and  programs  to  support 
authorization,  appropriation  and  apportionment 
requests,  and  in  the  administration  and  management 
of  the  department.  .  .  . 

2.  Support  of  program  and  budget  justifications  by- 
information  on  proposed  military  construction  in 
terms  of  cost  by  project  and  installation.  .  .  . 

3*  Use  of  a  consistent  and  integrated  account  struc- 
ture for  purposes  of  planning,  programming,  bud- 
geting, and  accounting  (including  reporting). 

h.     Making  of  administrative  subdivisions  of  appropria- 
tions on  the  basis  of  cost-based  budgets. 

5.  Simplification  of  administrative  subdivisions  of 
appropriations  with  the  objective  of  financing 
each  operating  unit  responsible  for  acquisition 

or  construction  from  not  more  than  one  subdivision 
of  funds  for  each  appropriation  affecting  such  unit, 

6.  Use  of  the  accrual  basis  of  accounting  with  finan- 
cial accounting  of  property  .  .  .  as  an  integral 
part  of  the  system. 


Appropriations  and  Budgets  in 
the  Area  of  Military 
Construction 

To  place  in  perspective  the  detailed  structure  being  developed  to 
implement  the  objectives  noted  above,  it  is  necessary  to  review  briefly 
the  programs  which  are  covered  within  the  area  of  military  construction 
and  a  few  significant  features  of  their  administration.  Projects 
covered  in  military  construction  programs  include  all  acquisitions  of 
land  and  acquisition  or  construction  of  real  property  facilities  in  ex- 
cess of  $25,000  for  each  project  for  the  active  forces  and  $10,000  for 
the  Reserve  Forces  and  National  Guard.  Minor  construction  projects  of 

2 
Ibid.,  pp.  2-3- 
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less  than  these  amounts  may  also  he  included.   It  should  he  noted  that 
certain  types  of  construction  can  he  accomplished  with  funds  from  ap- 
propriations other  than  the  "Military  Construction"  appropriation,  hut 
this  is  not  within  the  purview  of  this  paper.  The  military  construction 
command-management  function  is  performed  for  all  the  military  depart- 
ments hy  two  departmental  operating  agencies — the  Army  Corps  of  Engi- 
neers and  the  Navy  Bureau  of  Yards  and  Docks.  The  funds ,  separately 
appropriated  hy  Congress  under  the  Military  Construction  title,  are  ad- 
ministered and  accounted  for  hy  these  two  agencies.  The  ultimate  ob- 
jective of  the  DOD  is  to  finance  all  costs  of  military  construction,  in- 
cluding planning,  design  and  other  construction  overhead  costs,  under 
the  appropriations  for  that  purpose.  To  the  extent  that  construction 
may  he  financed  from  other  appropriations,  cost-hased  programs  and 
budgets  should  include  these  costs  and  show  the  amounts  financed  under 
other  appropriations.  Within  the  militarj'-  construction  appropriations 
structure,  there  is  a  uniform  classification  of  "budget  programs  which 
relate  to  the  major  subdivisions  of  the  total  construction  program.  Ac- 
counts are  organized  around  these  budget  programs.  These  accounts  are 
used  to  summarize  costs  and  obligations  in  budgets  and  reports.  These 
budget-program  accounts  are: 

1.  Major  construction 

2.  Minor  construction 

3.  Supporting  programs 

k.      Reimbursable  construction  work 
5.  Supporting  programs 

In  reviewing  the  basic  objectives  of  the  DOD  financial  manage- 
ment improvement  program,  the  most  significant  changes  are  sought  in 
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the  "budgeting  area.  Budgeting  is  considered  all-inclusive  and 
consists  of: 

1.  Budgets  required  to  support  appropriation  requests. 

2.  Budgets  required  for  administrative  management  purposes 
in  the  budget  execution  process. 

These  are  identified  as  "operating  budgets.""'  The  essential  require- 
ments are  that  all  budgets  shall  be  cost- based  and  shall  be  used  at  all 
levels  of  management  as  a  means  of  coordinating  programs  with  available 
resources.  Budgets  are  to  be  characterized  by  the  following  insofar  as 
the  requirement  is  applicable  to  the  scope  of  the  budget; 

1.  Estimates  supporting  appropriation  requests  shall  be  in 
terms  of  cost  to  completion  for  major  construction  program 
projects,  and  on  a  lump  sum  basis  for  minor  construction 
programs  and  supporting  programs. 

2.  Estimates  in  operating  budgets  supporting  apportion- 
ment and  funding  requests  for  all  construction  programs  shall 
be  in  terms  of  cost  to  completion  for  each  project  or  other  pre- 
scribed account  classification. 

3.  Within  the  budgets,  obligations  and  accrued  expenditures 
shall  be  accounted  for  in  terms  of  the  respective  budget-program 
accounts  and  by  installation  or  other  work  classification  as  may 
be  established  by  legislative-authorization  acts. 

k.     Within  the  budgets,  reimbursements  shall  be  estimated 
and  accounted  for  in  terms  of  reimbursements  anticipated, 
orders  received  and  reimbursements  earned  on  work  performed  for, 
or  services  provided  to  others. 


•^Ibid.,  p.  6. 
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The  Accounting  Structure 

Probably  the  most  significant  element  of  the  records  structure, 
which  is  to  support  cost-based  budgeting  and  the  total  financial  report- 
ing system,  is  the  organization  of  accounts.  As  conceived  by  depart- 
mental plainers,  the  DOD  accounting  system  should  meet  three  objectives: 

1.  It  should  assure  proper  discharge  of  fiduciary  respon- 
sibility by  all  accountable  officers. 

2.  It  should  provide  for  administrative  control  of  funds 
and  b> :  designed  especially  to  prevent  overexpenditure  of  ap- 
propriated funds. 

.'..   It  should  provide  for  the  necessary  data  for  the  ex- 
erci  se  of  managerial  planning  and  control  of  programs  or  mis- 
sions to  which  government  agencies  are  assigned. 

The  system  must  be  geared  to  function  smoothly  as  a  part  of  a 
broade c   financial  system  and  at  the  same  time  be  technically  capable 
of  rendering  the  services  demanded  of  it.   It  should  be  consistent 
with  the  method  of  budgeting,  the  lines  of  budgetary  control,  and  the 
fund:  ng  procedures  utilized.  The  system  must  be  organized  under  the 
double-entry  principle,  that  is,  continuously  equating  the  total  re- 
sources available  for  obligating  with  the  unpaid  obligations,  plus  the 
unobligated  balance.  Most  essential  is  that  it  be  a  single  integrated 
system.  To  meet  all  these  criteria,  the  accounts  have  been  organized 
into  three  major  groups — fund  accounts,  cost-and  obligation  accounts, 
and  property  accounts.  A  short  analysis  of  each  major  group  of 
accounts  follows. 
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Fund  Accounts 

Fund  accounts  are  used: 

...  to  classify,  accumulate  and  serve  as  a  source  of 
reports  for  resources,  unpaid  obligations  and  unobligated 
balance  of  each  appropriated  fund,  including  any  subdivision 
of  it.2* 

The  following  is  an  illustration  of  accounts  for  an  allotted  fund  which 

would  be  a  subdivision  of  an  appropriated  fund  for  military  construction 

managed  by  a  district  office: 

Debits 
Resources : 

Undisbursed  Treasury  balance 
Accounts  receivable  -  reimbursements 
Accounts  receivable  -  refunds 
Anticipated  reimbursements  to  be  earned 
Advances  for  travel 
Advances  on  contracts 
Undistributed  expenditures 

Credits 
Unpaid  Obligations : 

Accounts  payable 

Accounts  payable  -  withheld  on  contracts 

Accrued  liabilities 

Contracts  and  orders  outstanding 
Unobligated  Balance: 

Major  construction 

Minor  construction 

Miscellaneous  activities  construction 

Reimbursable  construction 

Planning? 

This  account  structure  gives  effect  to  the  balance-sheet  equation 
which  can  be  demonstrated  in  several  ways,  some  of  which  are: 
fltesourcesl-  F~Unpaid         .  "unobligated} 


J 


L  J        l_Obligations 

Reinburs  ements 
earned  or 
_anticipated 


Allotment 
^received 


_Ealance 

Obligations!   (Unobligated 
_incurred      ~ {balance 


k 
U.S.,  Department  of  Defense,  Financial  and  Accounting  Procedures 

in  the  Area  of  Appropriations  for  Military  Construction  (Washington : 

U.S.  Government  Printing  Office,  I960),  p.  9-1. 


5  6 

-"ibid.,  p.  9-2.  Ibid. 
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As  planned  in  the  system,  a  separate  set  of  fund  accounts  must 
Le  established  for  each  allotted  fund.  However,  a  single  allotted  fund 
can  serve  all  "budget  programs  to  the  extent  that  they  are  financed  from 
the  same  appropriated  fund.  Financial  control  over  each  program  is  ex- 
ercized through  establishing  a  separate  unobligated  balance  account  for 
each  program  through  which  the  obligational  limitation  for  each  program 
can  be  controlled. 

The  major  purpose  of  fund  accounts  is  to  set  forth  at  all  times 
the  balance  available  for  future  obligation  of  each  budgeted  program. 
The  managerial  and  control  advantages  of  such  a  grouping  are  obvious. 
In  addition,  the  procedure  is  considered  simple  and  accurate  in  that  it 
displays  readily  the  relationship  among  the  accounts. 

Cost-and-Obligation  Accounts 

Cost-and- obligation  accounts,  in  a  sense,  are  self-explanatory. 
They  serve  to  classify  the  purposes  for  which  expenditures  are  made  and 
obligations  are  incurred.  While  not  organized  as  systematically  as  fund 
accounts,  they  are  designed  to  afford  maximum  managerial  control  over 
costs. 

A  separate  set  of  cost-and-obligation  accounts  is  used  for  each 
budget  program.   Charges  to  cost  and  charges  for  obligations  incurred  are 
recorded  as  debits  in  the  cost-and-obligation  accounts.   Charges  to  cost 
include  the  funded  and  unfunded  costs.  Unfunded  costs  are  those  which 
are  financed  from  an  appropriated  fund  other  than  for  military  construc- 
tion. These  must  be  segregated  from  funded  costs  in  order  that  the 
funded  costs  may  be  accounted  for  as  accrued  expenditures  in  the  fund 
ledger.   Charges  for  obligations  incurred  include  award  of  contracts  and 
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issuance  of  orders.  These  eventually  develop  into  funded  costs  as 
performance  takes  place. 

The  debit  accounts  are  balanced  with  credit  accounts  in  which 
these  charges  are  recorded  in  the  same  terms  found  in  the  fund  ledger, 
that  is,  as  charges  to  the  unobligated-balance  account  for  the  partic- 
ular budget  program. 

As  previously  indicated,  the  cost-and-obligation  accounts  are 
more  loosely  structured  than  the  fund  accounts.   It  is  essential  that 
they  be  integrated  with  and  support  the  fund  accounts.  As  a  support 
element,  they  provide  the  data  for  the  accrued  expenditures  in  the 
fund  accounts.  The  cost-and-obligation  accounts  are  commonly  organized 
by  installation  but  this  is  not  universal.  There  are,  additionally, 
cost-and-obligation  accounts  which  are  not  structured  to  a  particular 
budget  program  but,  instead,  cut  across  programs.   Cost  accounts  for 
planning  and  overhead  can  be  in  this  category. 

Property  Accounts 

Within  the  Military  Construction  area,  the  chief  purpose  of 
property  accounts  is  to  keep  a  record  of  the  Government's  investment 
until  the  property  is  transferred,  upon  completion,  to  the  user  organi- 
zation. These  accounts  are  relatively  few  and  are  highly  summarized. 
The  data  included  in  the  property  accounts  come  from  the  cost-and- 
obligation  accounts  which,  in  effect,  are  subsidiary  accounts  to  the 
property  accounts.   By  utilizing  the  cost-and-obligation  accounts  to 
the  maximum,  duplication  is  avoided  and  the  property  accounts  can  be 
kept  to  the  minimum. 
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Tlie  following  is  the  list  of  the  basic  property  accounts: 

Debits 
Major  construction  in  progress 
Minor  construction  in  progress 
Miscellaneous  construction  in  progress 
Reimbursable  construction  in  progress 

Credits 
Government ' s  investment  in  con- 
struction in  progress? 

A  separate  property-asset  account  is  provided  for  each  budget 
program  for  constriction.  Each  account  provides  for  all  costs  in- 
curred on  projects  under  the  given  program.  Property  accounts  estab- 
lish two  important  controls:  Qne,   a  set  of  control  figures  over  costs 
incurred  for  the  construction,  and  two,  a  set  of  control  figures  over 
cost  of  completed  construction  projects.  These  figures  are  used  by  the 
user  organization  to  whom  the  completed  project  is  transferred  to 
record  the  costs  in  its  own  property  accounts. 

As  the  total  account  system  has  been  designed,  there  is  a  con- 
tinuous linkage  between  funds  allotted  for  construction,  costs  in- 
curred to  this  end  and  cost  of  property  emerging  from  the  construction 
effort.   By  maintaining  this  interrelationship,  each  group  of  accounts 
plays  a  dual  role.  First  of  all,  each  group  of  accounts  develops  the 
data  required  for  its  own  financial  reports .   Secondly,  each  group  of 
accounts  serves  as  a  check  on  the  accuracy  and  reliability  of  the  other 
set  of  accounts. 


^Ibid.,  p.  11-4. 
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The  Report  Structure 
£ 

An  essential  characteristic  of  an  accounting  system  is  that  it 
meets  the  requirements  of  the  reporting  system  which  is  in  effect 
throughout  the  organization  of  which  it  is  a  component.  Within  the  DOD 
military  construction  area,  the  reporting  system  is  planned  to  be 
structured  in  the  same  classifications  as  the  accounts,  that  is,  there 
are  three  basic  reports  which  must  originate  at  the  operating  levels. 
These  are  the  Fund  Report,  the  Cost-and-Obligation  Report  and  the 
Property  Report.  A  separate  fund  report  will  be  prepared  for  each 
allotted  fund  for  construction  and  will  consist  of  four  related  state- 
ments as  follows : 


1.  Statement  of  funds  provided  and  obligated 

2.  Cumulative  statement  of  obligations  incurred 

3.  Statement  of  cash  transactions  o 

4.  Statement  of  financial  condition  (fund  balance  sheet) 


The  report  on  costs  and  obligations  incurred  has  a  separate 
section  for  each  budget  program.   It  is  prepared  monthly  and  annually. 
The  property  report  gives  a  summary  of  the  changes  in  the  Government's 
investment  in  property  for  the  period  covered  and  will  be  prepared 
monthly  or  quarterly. 

Evaluation  of  Implementation 

In  summary,  in  evaluating  the  Department  of  Defense  implementa- 
tion of  the  accrual  accounting  and  cost-based  budgeting  requirements  of 
Public  Law  84-863,  certain  facts  stand  out.  The  Office  of  the  Secretary 


o 

Ibid.,  p.  12-5. 
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of  Defense  has  developed  a  system  of  accounts  and  issued  guidance 
thereon  in  two  of  the  appropriation  areas,  as  has  just  been  discussed. 
However,  the  changes  to  the  individual  accounting  systems  of  the  many 
different  operating  activities  of  the  three  military  departments  to 
have  them  conform  to  the  legislated  requirements,  vary  substantially. 
Most  of  the  activities  had  adopted  modified  accrual  and  cost  account- 
ing systems,  at  least  in"  certain  areas,  over  the  past  decade.  Uniform- 
ity of  systems,  even  within  the  military  departments,  has  not  been  the 
byword;  however.  Cnly  one  military  department  accounting  system  has 
ever  been  approved  by  the  General  Accounting  Office,  that  of  the  Army 
Corps  of  Engineers.   It  is  significant  that  this  was  approved  in  1955> 
priCr  to  the  enactment  of  Public  Law  84-863.  It  is  subject  to  re- 
evaluation. 

For  many  reasons,  therefore,  the  total  response  of  the  Defence 
Department  to  adoption  of  systems  and  changes  to  systems,  in  line  with 
-ohe  currently  advocated  improvements  in  financial  management,  has  been 
slow.  These  reasons  cover  the  field  from  bureaucratic  inertia  and  the 
size  and  complexity  of  the  systems  under  consideration  to  the  question 
of  cost  and,  as  an  extension  thereof,  the  question  of  whether  any 
system  modifications  will  pay  off  in  long-run  benefits.  The  Department 
of  the  Navy  has  been  taking  steps  to  implement  the  changes  required  by 
the  DOT)  directives  mentioned  earlier.   In  the  area  of  Operation  and 
Maintenance, plans  were  drawn  to  shift  to  an  accrual  accounting  system 
in  early  196l,  but  action  was  deferred  due  to  the  costs  that  the  change- 
over would  entail.   In  the  area  of  Military  Construction,  which  this 
section  has  detailed,  the  Bureau  of  Yards  and  Docks  had  reorganized  its 
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accounting  system  substantially  in  1956.   It  adopted  an  accrual  system 
built  about  an  account  structure  similar  to  that  prescribed  in  the  DOD 
directives  which  have  been  discussed.  However,  substantial  changes  will 
still  have  to  be  effected  to  bring  the  system  into  total  conformance. 
For  example,  the  fund  accounts  are  still  maintained  in  a  single  entry 
system  and  would  therefore  have  to  be  changed  over  to  double  entry. 
Action  is  being  taken  but  the  best  estimate  of  full  implementation  of 
the  system  prescribed  by  the  Secretary  of  Defense  is  about  July,  19^3 • 

The  progress  of  the  individual  military  department's  implement- 
ing action  is  currently  being  influenced,  of  course,  by  the  very  pro- 
nounced fiscal  and  economic  views  of  the  Department  of  Defense  new  ad- 
ministration.  The  form  of  program  budgeting  espoused  by  Assistant 
Secretary  of  Defense,  Charles  J.  Hitch,  certainly  is  centered  in  cost 
concepts  and  would  seem  to  require  an  integrated  accrual  accounting 
system  to  support  it.   In  a  speech  delivered  to  the  American  Society  of 
Military  Comptrollers  on  September  21,  196l,  Mr.  Hitch  stated: 


Obviously,  we  must  continue  to  account  for  the  use 
of  funds  in  terms  of  appropriations.  So,  too,  we  must 
know  the  cost  of  resources  consumed  for  activities  with- 
in the  appropriations.  As  I  stated  earlier,  a  well- 
rounded  financial  management  system  must  fulfill  all 
these  requirements. 


He  stated  further  that  a  special  study  would  be  conducted  on  the 
accounting,  information  and  reporting  systems  of  the  DOD.  This  study, 
as  of  the  date  of  preparation  of  this  paper,  is  still  in  progress. 
Whether  this  review  will  result  in  an  accelerated  implementation  of 
changes  along  the  lines  of  the  existing  directives  which  have  been 
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discussed,  or  whether  other  innovations  will  be  stressed,  is  a  matter 
of  speculation.   The  final  determination  of  whether  the  Defense 
Department  is  progressing  towards  the  goals  of  improved  financial 
management,  in  conformity  with  the  will  of  Congress  as  expressed  in 
Public  Law  8^-863,  will  be  made,  of  course,  by  the  General  Accounting 
Office. 


VII 


SUMMARY 


The  purpose  of  using  accrual  accounting  and  cost-based  "budget- 
ing is  to  assist  executives  in  gaining  the  benefits  that  result  from 
better  financial  management.   The  task  force  on  budgeting  and  account- 
ing reported  to  the  Hoover  Commission  that  dollar  savings  of  about 
$4  billion  could  reasonably  be  expected,  if  its  recommendations,  which 
included  accrual  accounting  and  cost-based  budgeting,  were  put  into 
effect  in  government  agencies.  A  better  understanding  of  what  this 
dollar  figure  was  meant  to  represent  can  be  obtained  from  examining 
how  it  was  reached. 

It  was  not  the  intention  of  the  committee  to  imply  that  $k 
billion  could  be  saved  by  simply  changing  the  accounting  methods.  The 
quoted  figure  was  given  to  insure  that  those  reading  the  report  would 
not  minimize  the  effect  that  adoption  of  the  twenty- five  recommenda- 
tions could  make.  The  figure  used  was,  in  fact,  very  unscientifically 
determined.  One  of  the  experienced  members  of  the  task  force,  who  was 
running  a  very  large  business,  was  asked: 


If  in  your  business  you  did  not  know  what  you  owed 
and  couldn't  tell  what  you  had,  .  .  .  how  much  do  you 
think  it  would  be  worth  to  you  if -  you  could  suddenly 


come  by  that  factual  information?" 


F.  Harold  Stewart,  "The  Hoover  Commission  Recommendations  on 
Budgeting  and  Accounting,"  The  Federal  Accountant,  March,  1953,  p.  9< 
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From  his  answer  it  was  determined  that  his  business  would  never  enter 
a  project  unless  it  could  expect  to  save  at  least  ten  per  cent.  This 
figure  was  used  to  compute  the  savings  on  the  $48  billion  of  controllable 
items  in  the  budget  at  that  time.   The  savings,  by  using  this  method, 
amounted  to  $4.8  billion,  but  so  that  it  would  not  be  accused  of 
measuring  precisely,  the  task  force  decided  to  say  $4  billion.  This 
figure,  then, was  intended  to  be  a  symbol,  not  an  estimate,  of  the  large 
amount  of  money  that  could  be  saved  by  better  financial  management,  if 
all  the  recommendations  were  carried  out. 

Some  critics  of  the  requirements  of  the  law  have  defended  their 
position  without  making  reference  to  the  "mythical  $4  billion."  jja   the 

most  recent  issue  of  The  Federal  Accountant,  such  a  dissenting  opinion 

2 
of  the  law  was  voiced.   The  author's  premise  is  that  no  one  accounting 

system  for  all  of  industry  is  advocated  by  general  accounting  prin- 
ciples .  Therefore,  why  should  Congress  dictate  that  such  a  universal 
accounting  system  must  be  used  in  the  Federal  Government?  Because  of 
this  incongruity,  it  is  felt  that  no  successful  system  for  the  Federal 
Government  that  has  uniform  principles  and  procedures  can  be  established 
for  use  in  every  Federal  agency.   In  other  words,  it  is  unfortunate 
that  we  have  the  law  in  existence  as  it  is  presently  written.  This 
does  not  mean  to  say  that  there  are  no  areas  where  accrual  accounting 
and  cost  budgeting  can  be  applied  beneficially.  These  systems  should 
be  tailored  to  fit  the  particular  program  and  not  be  forced  upon 


2 

James  F.  Kelley,  'A  Critical  Appraisal,"  The  Federal  Accountant, 

December,  196l,  pp.  84-88. 
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agencies  which  will  have  no  "beneficial  results  from  their  use.  When 
these  systems  are  appropriately  used  for  management  purposes,  management 
provides  public  services  in  the  most  efficient  and  economical  manner. 
However,  the  resulting  efficiency  created  does  not  result  in  Congress 
having  better  control  of  the  pursestrings.   It  simply  means  that  better 
use  of  the  funds  appropriated  by  Congress  is  made. 

The  General  Accounting  Office  answers  any  accusation  that  it  is 
trying  to  advocate  one  accounting  system  by  pointing  out  that  it  does 
not  prescribe  specific  accounting  systems.   It  only  restricts  approval — 
which  is  required  by  law,  if  such  a  system  is  considered  to  fulfill  the 

requirements  of  the  law — to  those  systems  that  are  considered  adequate 

3 
and  in  conformity  with  its  general  principles  and  standards. 

In  conclusion,  the  requirements  for  accrual  accounting  and  cost- 
based  budgeting  by  Public  Law  84-863  cannot  be  said  to  be  all  good  or 
all  bad.  Government  agencies  readily  admit  that  savings  can  be  realized 
through  good  financial  management.  The  critics  of  the  law  admit  that 
there  are  areas  where  accrual  accounting  and  cost-based  budgeting  can  be 
applied  beneficially.  The  main  point  of  disagreement  is  the  requirement 
that  aJl  agencies  must  adopt  accrual  accounting  and  cost-based 
budgeting. 

Laws  that  require  change  when  change  is  not  needed  should  not 
be  enacted.   Congress,  by  approving  Public  Law  84-863,  is  guilty  of  this 
transgression.  The  law  should  be  changed  to  read  that  accrual  accounting 


3 
Ellsworth  H.  Morse,  "Current  Legislation  and  Accounting 

Principles,"  The  Federal  Accountant,  March,  1958,  pp.  18-19. 
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and  cost-based  budgeting  should  be  instituted  only  in  those  agencies 
which,  as  a  result  of  their  use,  benefit  through  better  financial 
management.  Such  a  change  would  result  in  agreement  between  the  law 
and  sound  financial  principles. 


BIBLIOGRAPHY 


Public  Documents 

Public  Lav  759,  85th  Congress,  K.fi.  8002.   Budget  and  Accounting  Act 
of  1921,  Amendments.  Approved  August  25,  1958. 

Public  Lav  784,  8lst  Congress,  2nd  Session.  H.R.  9038.  Budget  and 
Accounting  Act  of  1950. 

Public  Lav  863,  84th  Congress,  2nd  Session.  S.  3897.  Amendments  to 
the  Budget  and  Accounting  Act,  1921.  Approved  August  1,  1956. 

U.S.  Bureau  of  the  Budget.  The  Budget  of  the  United  States  Government 
for  the  Fiscal  Year  Ending  June  30,  1961.  Washington: 
Government  Printing  Office,  i960. 

U.S.  General  Accounting  Office.   General  Accounting  Office  Policy  and 
Procedures  Manual  for  Guidance  of  Federal  Agencies .  Vol .  I . 
Washington:   Government  Printing  Office,  1957* 

U.S.  House  of  Representatives.  Hearings  Before  the  Subcommittee  on 
Reorganization  of  the  Committee  en  Government  Operations  on 
S.  3897.  Part  2.  84th  Congress,  2nd  Session.  Washington: 
Government  Printing  Office,  1956. 

U.S.  Senate.  Hearings  Before  the  Subcommittee  on  Government  Operations 
on  S.  3366,  S.  3199,  S.  2480,  and  S.  2369  Relating  to  Budgeting 
and  Accounting"  84th  Congress,  2nd  Session.  Washington: 
Government  Printing  Office,  1956. 

U.S.  Senate,  Committee  on  Government  Operations.  Financial  Management 
in  the  Federal  Government.  Washington:   Government  Printing 
Office,  October,  1956. 


Boohs 

Burkhead,  Jesse.  Government  Budgeting.  Nev  York:  John  Wiley  &  Sons, 
1956. 

Kohler,  Eric  L.,  and  Wright,  Hovard  W.  Accounting  in  the  Federal 
Government.  Englevood  Cliffs,  N.J. :  Prentice-Hall,  1956. 

Smithies,  Arthur.   The  Budgeting  Process  in  the  United  States. 
Nev  York:  McGrav-Hill,  1955- 


71 


72 

Artie] es  and  Periodicals 

Corso,  Victor.   "An  Interagency  Panel:  Accrual  Accounting  and  Cost 
Budgeting,"  The  Federal  Accountant,  XI  (December,  196l) , 
84-97. 

Gary,  T.  Jack,  Jr.   "Improvement  in  Federal  Accounting:   Past 

Accomplishments  and  Future  Challenges,"  The  Federal  Accountant, 
IX  (December,  1959),  3-l8. 

Earvey,  George  Y.   "Contract  Authorisation  in  Federal  Budget  Procedure," 
Public  Administration  Review  (Spring,  1957),  117-124. 

Kelley,  James  F.   "A  Critical  Appraisal,"  The  Federal  Accountant,  XI 
(December,  1961),  8U-88. 

McNeil,  Wilfred  J.   "Financial  Management  in  the  Department  of  Defense," 
The  Federal  Accountant,  VII  (March,  1953),  38-53- 

Miller,  James  A.   "A  Cost-based  Budget  in  an  Agency,"  The  Federal 
Accountant,  IX  (September,  1959),  40-^9. 

Morse,  Ellsworth  H.  "Current  Legislation  and  Accounting  Principles," 
The  Federal  Accountant,  VII  (March,  1958),  12- 2k. 

Rappaport,  Percy.   "Current  improvement  in  Federal  Financial  Manage- 
ment," The  Federal  Accountant,  VII  (March,  1958),  25-37- 

.   "Improvement  of  Financial  Management  in  the  Government," 

The  Federal  Accountant,  VI  (June,  1957),  5-l6. 

Stans,  Maurice  H.  "The  President's  Budget  and  the  Role  of  the  Bureau 
of  the  Budget,"  The  Federal  Accountant,  IX  (September,  1959); 
5-16. 

v     Stewart  J.  Harold.   "The  Hoover  Commission  Recommendations  on  Budget- 
ing and  Accounting,"  The  Federal  Accountant,  VII  (March,  1958), 
7-11. 


TT.  S,  Government  Agency  Reports  and  Directives 

Atomic  Energy  Commission.   1959  Annual  Financial  Report.  Washington: 
October,  1959. 

.  i960  Annual  Financial  Report.  Washington:   September,  i960. 


Budget  and  Accounting.  A  Report  to  the  Congress  by  the  Commission  on 
Organisation  of  the  Executive  Branch  of  the  Government,  June, 
1955-  Washington:  Government  Printing  Office,  1955. 


73 


Budgeting  and  Accounting.  A  Report  to  the  Congress  by  the  Commission 
of  the  Executive  Branch  of  the  Government,  February,  19^9. 
Washington:  Government  Printing  Office,  I9U9. 

Bureau  of  the  Budget.   Improvement  of  Financial  Management  in  the 

Federal  Government.  Washington:   Government  Printing  Office, 
October,  1956. 

.  Bulletin  Wo.  59-9*   Information  on  Agency  Financial  Manage- 
ment Improvement  Efforts.  Washington:   June  12,  1959- 

•   Bulletin  No.  60-7.   Information  on  Agency  Financial  Manage- 
ment Improvement  Efforts.  Washington:  May  21,  i960. 

.   Bulletin  No.  6l-ll.   Information  on  Agency  Financial  Manage.- 

ment  Improvement  Efforts.  Washington:  April  11,  1961. 

.   Bulletin  No.  57-5*   Improvement  of  Financial  Management. 

Washington:  October  10,  1956. 

.   Instructions  for  the  Preparation  and  Submission  of  Annual 

Budget  Estimates  (Circular  A-Il) .  Washington:   Government 
Printing  Office,  August,  1961. 

.  Management  Improvement  in  the  Executive  Branch,  A  Progress 

Report.  Washington:  Government  Printing  Office,  May,  1961. 

__.  Progress  in  Improving  Budget  Practices,  1953-1961. 

Washington:  Government  Printing  Office,  1961. 

.  Bulletin  No.  59-2.  Status  of  Financial  Management  Improve- 
ment Efforts.  Washington:  August  6,  1953. 

Department  of  Defense.   Directive  No.  70^0.1.  Program  for  Improvement 
in  Financial  Management  in  the  Area  of  Appropriations  for 
Operation  and  Maintenance.  Washington:   May,  1959* 

.   Directive  No.  70^0.2.  Program  for  Improvement  in  Financial 

Management  in  the  Area  of  Appropriations  for  Acquisition  and 
Construction  o'f  Military  Real  Property.  Washington:  January. 
196T: 

.  Financial  and  Accounting  Procedures  in  the  Area  of  Appro- 


priations for  Military  Construction.  Washington:   January, 
I960. 

_.  Production  of  Financial  Reports  for  Appropriated  Funds  in 
the  Department  of  Defense  vith  Illustrations  for  the  Area  of 
Operation  and  Maintenance.  Washington:  undated. 


7^ 

Task  Force  Pepor c  on  Fiscal,  Budgeting.,  arxL  Accounting  Activities 

"  (Appendix "fJ.   Prepared  for  the  Commission  on  Organization  of 
the  "Executive  Branch  of  the  Government,  January,-  19^9- 
Washington:  Government  Printing  Office,  19^8. 

Hie  Joint  Financial  Management  Improvement  Program.  Annual  Report 
Fiscal  Year  1959 •  Washington:  Government  Printing  Office, 
December,  T95 9  • 

The  Joint  Financial  Management  Improvement  Program.  Annual  Report 
Fiscal  Year  i960.  Washington:  Government  Printing  Office, 
I960.' 

The  o'oint  Program  to  Improve  Accounting  in  the  Federal  Government. 
Eighth  Annual  Progress  Report.  Washington:  Government 
Printing  Office,  January,  1956. 

The  Joint  Program  to  Improve  Accounting  in  the  Federal  Government. 
Tenth  Annual  Progress  Report.  Washington:  Government 
Printing  Office,  1955". 


Unpublished  Material 

Atomic  Energy  Commission.   "Presentation  on  AEC  Financial  Management 
given  to  the  Bureau  of  the  Budget."  Washington:  August,  1960= 

.   "Principles  of  Cost-Performance  Budgeting."  Material  for 

Commission  Training  Course  on  Budget  Formulation.  Washington, 
undated. 


Bureau  of  the  Budget.   "Cost- type  Budget  Presentations  for  Appro- 
priation Accounts. "  Washington,  July,  1958. 

.   "Discussion  of  Cost-based  Budget."  Washington,  i960. 


Other  Sources 

U.S.  Atomic  Energy  Commission.  Personal  interview  with  Wayne  R.  Starr, 
Chief  Budget  Operations  Branch,  Office  of  the  Controller. 
November  8,  1961. 

U.S.  General  Accounting  Office.  Personal  interview  with  S.  B.  Savage, 
Associate  Director  of  Accounting  and  Auditing  Policy  Staff. 
December  1,  1961. 


thesF594 

^"f'vsis  of  accrual 


"tlif 


3  2768  06    9592« 


